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HE Legislative Counsel of the Treasury De- 
5 pee granted the writer a hearing in Sep- 

tember, 1939, at which time several changes in 
Federal Income Tax Laws were proposed. One of 
the proposals submitted was that amortization of 
bond premiums expensed annually out of gross earn- 
ings from banks’ investment portfolios should be 
allowable deductions for federal income tax purposes 
in the respective years in which the amortization 
is expensed. 

At the present time the premiums on bonds pur- 
chased are not allowable deductions until the securi- 
ties have matured or have been sold, and at such time 
the gain or loss for federal income tax purposes is 
determined in accordance with section 212 of the 
Revenue Act of 1939 (Regulations 103, Income Tax, 
Internal Revenue Code, page 345). 


Good business accounting principles demand that 
these premiums be amortized over the life of the 
security in order that the true income of the security 
may be reflected. The following is an example of 
how the annual amortization of the premium is treated 
from a sound accounting standpoint and the treat- 
ment of such on the federal income tax returns: 


ree rer $1,000.00 
Purchased Jan. 1, 1939, including premium......... 1,050.00 
Maturity date, 10 years. Annual coupon rate, 4%, 

ES Ss a ax arp tw AP ay we a a ew, me ee 


\nnual gross income, reportable for federal income 


tax Pe, PT ee 40.00 
Annual amortization of premium, unallowable deduc- 


RR eae ac cece en oie eer OR ole 5.00 


Annual true income, earned from investment 


Since the corporation issuing the bond is obligated 
to pay at maturity the par value only or $1,000, it is 
obvious that the bondholder must at some time ab- 
sorb the $50 of premium paid. He would be a poor 
business man indeed who was content to do nothing 
until the maturity of the bond, optimistically trusting 
that at that time there would be a reserve account 


*Corporate Tax Supervisor, State-Planters Bank and Trust Com- 
pany, Richmond, Virginia. 

Pioneered GCM 20854 and IT 3256 regarding Revised Taxable 
Status of Recoveries on Bad Debts Charged off (Internal Revenue 
Bulletin dated February 27, 1939). 
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available against which this loss might be charged. 
The conservative business person, following the dic- 
tates of common sense, realizes that the value of the 
bond steadily declines until it reaches par at maturity 
and makes adequate provision therefor. He also knows 
that out of the $400 which he is to receive during 
the ten-year life of the bond, he must provide for the 
$50 premium. Consequently, his net return of $350 
from his investment is equal to an annual return of 
$35. No prudent person under such circumstances 
would undertake to disburse the full amount of $40 
each year, but would realize that he is justified in 
disbursing only the true interest yield or $35 per year. 
Not only is this a matter of sound discretion, but it 
has been an established accounting practice for years, 
endorsed and supported by authorities generally. 
Mr. Charles B. Couchman, C.P.A., stated years ago 
in his book, The Balance Sheet—Its Preparation, Con- 
tent and Interpretation, that bonds purchased for an 
amount in excess of their value or retirement value 
should be amortized on the basis of effective interest 
rate. Mr. H. A. Finney, C.P.A., has also advocated 
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the amortization of bond premiums. If a bond is pur- 
chased at a premium, its value naturally tends to de- 
crease to par as the maturity date approaches. It 
unquestionably appears proper, therefore, to amor- 
tize the premium over the life of the bond, thereby 
gradually reducing the carrying value of same. More- 
over, the net income on a bond purchased at a premium, 
held to maturity and collected at par, is the total of 
the interest collections minus the premium lost; there- 
fore, it certainly appears logical to charge a portion 
of the premium periodically against the income from 
interest. 

Two methods of handling premium amortization 
are generally acceptable: (1) to charge the bond 
account with the cost of the bond and regularly credit 
the account with the amortization, or (2) to charge 
the bond account with the par value of the bond, set 
up a premium account, and credit this account with 
the amortization. Personally, I prefer the former 
method, as do most accountants. 

Amortization may be calculated either by the 
“Straight-Line” method or the scientific method. My 
preference of the two is the “Straight-Line” method, 
which is recited below, using therefor the figures in 
the foregoing given case of the bond purchased. 

Assume that a $1,000 bond, bearing 4% interest 
payable semi-annually on January 1 and July 1, and 
due in ten years, is purchased for $1,050. Although 
coupons of $20 will be collected each six months, this 
amount cannot all be considered income; a portion of 
each coupon must be considered a partial repayment 
of the premium. Since there are twenty interest pe- 
riods, the premium may be written off by twenty 
semi-annual entries of $50 divided by 20, or $2.50. 
Using this approximate method, the entry to be made 
at each interest date would be: 


Debit Credit 

Mofo ree ieeacater ai dca ale dineare nv ana tae’ $20.00 weer 
ION 6 ie ex teale ne Walert eceiuts P otincetag. 00 gue § $17.50 
Bond account (for premium amortized)... ..... 2.50 
$20.00 $20.00 


Federal Deposit Insurance Corporation 
Policy Regarding Securities 


As further evidence of the soundness of banks 
amortizing premiums, the F. D. I. C., which insures 
each depositor’s funds up to $5,000, advocates the 
amortization of premiums out of the banks’ income. 
The following is from the Annual Report of the F. D. 
I. C. for the Year Ending December 31, 1937: 


“Individual banks should establish investment programs 
which apply the principle of diversification to the total assets 
of the bank rather than to the securities account alone. If 
a considerable portion of the loans are subject to particular 
hazards the bond portfolio should avoid these risks. A proper 
maturity schedule depends both upon the quality and maturi- 
ties of the loans and discounts and upon the character of the 
liabilities. Only high grade bonds should be purchased. They 
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should be purchased for investment with the expectation of 
holding them to maturity. Securities should not be purchased 
with the intention of selling at a profit. Developments in the 
securities market during 1937 have demonstrated the sound- 
ness of the Corporation’s opposition to trading which was 
expressed in the Corporation’s Annual Report for the Year 
Ending December 31, 1936, as follows: 

“*The banks constitute one of the most important groups 
of investors in the bond market. As a group they cannot get 
in and out of the investment market without completely dis- 
rupting that market. As a consequence they cannot specu- 
late in securities without undermining the soundness of the 
financial structure of the entire country.’ 

“A bank which buys for investment only will have a mini- 
mum number of transactions on which profit or loss will 
result and on which to pay costs. Profits from transactions 
in securities should not be used for dividends. Such profits 
should be placed in a special valuation account to be used to 
offset losses. Premiums on bonds should be written off promptly 
or amortized out of income. Securities carrying a high degree 
of risk of default should not be purchased and a bank which 
holds such securities should establish reserves against pos- 
sible loss from default. A bank which adheres to the policy 
outlined above need not be concerned about price fluctuations 
on high grade bonds held for investment.” (Italics supplied.) 


Depreciable Property 


Section 19.23(1)-2, Regulations 103, page 92, In- 
come Tax, Internal Revenue Code, provides: 

“The necessity for a depreciation allowance arises from the 
fact that certain property used in the business gradually ap- 
proaches a point where its usefulness is exhausted. * * * The 
deduction of an allowance for depreciation is limited to prop- 


erty used in the taxpayer’s trade or business * * *.” (Italics 
supplied.) 


Depreciation of Intangible Property 


Section 19.23(1)-3, Regulations 103, page 92, In- 
come Tax, Internal Revenue Code provides: 


“Intangibles, the use of which in the trade or business is 
definitely limited in duration, may be the subject of a depre- 
ciation allowance. Examples are patents and copyrights, licenses, 
and franchises. Intangibles, the use of which in the business 
or trade is not so limited, will not usually be a proper subject 
of such an allowance. If, however, an intangible asset acquired 
through capital outlay is known from experience to be of walue 
in the business for only a limited period, the length of which 
can be estimated from experience with reasonable certainty, 
such intangible asset may be the subject of a depreciation 
allowance, provided the facts are fully shown in the return 
or prior thereto to the satisfaction of the commissioner. 
* * *” (Italics supplied.) 

The banks’ inventory in trade consists of two types 
of income producing assets ; namely, loans and invest- 
ment securities. The purchase of securities at a price 
exceeding par occurs constantly and the premium 
paid is a capital outlay, known from experience to be 
of value in the business for only a limited period, 
the length of time of which not only can be estimated 
from experience with reasonable certainty but also 
may be calculated with exactness. It seems only fair 
to accord premiums on securities the same treatment 
given other intangibles. Moreover, annual amortiza- 


tion of bond premiums (intangible assets) should be 
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allowable deductions as in the case of depreciation 
on improved real estate (tangible assets). No dis- 
tinction should be made for federal income tax pur- 
poses between these three classes of assets: 


(1) Intangible assets such as patents and copyrights, li- 
censes, franchises, allowable deductions; 

(2) Amortization of bond premiums, unallowable deduc- 
tions; and 

(3) Depreciation on improved real estate, allowable 
deductions. 


Investment Securities Regulation by 
Comptroller of the Currency 


Paragraph Seventh of Section 5136 of the Revised 
Statutes provides in part, 


“That the association may purchase for its own account 
investment securities under such limitations and restrictions 
as the Comptroller of the Currency may by regulation pre- 
scribe.” 


Under this provision the Comptroller of the Cur- 
rency has issued a regulation having the force of law 
which governs the operating and handling of bank 
investment portfolios on a sound and economic basis. 
It enables them to show their true earnings derived 
from securities, this amount being the annual coupon 
rate less the annual amount of amortization deducted 
therefrom. 


His regulation promulgated under date of Febru- 
ary 15, 1936, and amended June 27, 1938, is referred 
to in part: 


SECTION I 


(1) An obligation of indebtedness which may be purchased 
for its own account by a national bank or state member bank 
of the Federal Reserve System, in order to come within the 
classification of “investment securities” within the meaning 
of Paragraph Seventh of said Section 5136, must be a mar- 
ketable obligation, i.e., it must be salable under ordinary 
circumstances with reasonable promptness at a fair value; 
and with respect to the particular security, there must be 
present one or more of the following characteristics: 


(a) A public distribution of the securities must have been 
provided for or made in a manner to protect or insure 
the marketability of the issue; or 

(b) Other existing securities of the obligor must have such a 
public distribution as to protect or insure the market- 
ability of the issue under consideration; or 

(c) In the case of investment securities for which a public 
distribution as set forth in (a) or (b) above can not be so 
provided, or so made, and which are issued by established 
commercial or industrial businesses or enterprises, that 
can demonstrate the ability to service such securities, the 
debt evidenced thereby must mature not later than ten 
years after the date of issuance of the security and must 
be of such sound value or so secured as reasonably to 
assure its payment; and such securities must, by their 
terms, provide for the amortization of the debt evidenced 
thereby so that at least 75% of the principal will be ex- 
tinguished by the maturity date by substantial periodic 
payments: Provided, that no amortization need be re- 
quired for the period of the first year after the date of 
issuance of such securities. 

k * x 
(3) All purchases of investment securities by national and 
State member banks for their own account must be of securi- 





ties “in the form of bonds, notes, and/or debentures, com- 
monly known as investment securities”; and every transaction 
which is in fact such a purchase must, regardless of its form, 
comply with this regulation. 


SECTION II 


(4) Purchase of an investment security at a price exceeding 
par is prohibited, unless the bank shall: 


(a) Provide for the regular amortization of the premium paid 
so that the premium shall be entirely extinguished at or 
before the maturity of the security and the security (in- 
cluding premium) shall at no intervening date be carried 
at an amount in excess of that at which the obligor may 
legally redeem such security; or 

(b) Set up a reserve account to amortize the premium, said 
account to be credited periodically with an amount not 
less than the amount required for amortization under 


(a) above. 

As evidenced by the above mentioned regulation, 
it is quite obvious that the Comptroller of the Cur- 
rency was cognizant of the importance of sound busi- 
ness accounting principles being employed by banks 
in inventorying and appraising their bond investment 
portfolios and in arriving at the true earnings derived 
therefrom for the purposes of paying operating expenses 
and disbursing dividends to their stockholders. 

Amortization is an absolutely necessary operating 
expense, regardless of whether the taxpayer be a bank, 
a corporation or an individual, and should, therefore, 
be an allowable deduction for federal income tax 
purposes. 

The writer believes that, in presenting to the Leg- 
islative Counsel of the Treasury Department the pro- 
posal that amortization of premiums on investment 
securities be allowable deductions for federal income 
tax purposes, he was advocating a sound practice. 
Amortization is proper from a common sense view- 
point. It is supported throughout our nation by ac- 
counting authorities and practice, it has been endorsed 
by the Federal Deposit Insurance Corporation, and 
it has been made a compulsory practice for banks by 
law by regulation of the Comptroller of the Currency. 

Both the Bureau of the Internal Revenue and the 
Comptroller of the Currency are departments of the 
Treasury of the United States. For the one to pre- 
scribe by law a procedure for sound and practical ac- 
counting and for the other to assess the income tax 
on a different accounting basis is incongruous in the 
extreme. Consistency alone, as well as the equitable 
aspects of the matter, demands that federal income 
tax laws be changed by the Congress of the United 
States to recognize amortization of premiums on in- 
vestment securities as allowable deductions for the 
years in which expensed. 

One of the ways and means whereby Congress 
could further endorse the sound business administra- 
tive policies now used by the taxpayers would be to 
assess federal income taxes on sound accounting bases 
and formulas. 
















































































































































































































































































































































































































































































































































































































































































































HE Federal Tax Statutes now provide for tak- 
ing, through the Income Tax Law, up to seventy- 
nine per cent of a citizen’s income; through the 
state Tax Law, from his heirs, up to seventy per 
cent; or, if a citizen desires to pass his property on 
to his beneficiaries while he lives, he is subject to 
tax under the Gift Tax Stat- 
ute on a graduated basis, 
from one and one-half to fifty- 
two and a half per cent. 

These upper brackets are 
of concern only to our ex- 
tremely wealthy clients. But 
then, there are those numer- 
ous other taxes, such as real 
estate, personal property, 
license fees, social security, 
old-age pension, and those 
painless indirect taxes which 
are levied at the source, and 
which are, or should be, of 
concern to everyone. 

As Walter D. Fuller, Presi- 
dent of The Curtis Publishing 
Company, in his address to 
the Public Consumers’ Rela- 
tions Conference on June 5, 
last year said: 

“The consumer must pay fifty- 
one taxes before a bottle of milk 
can be opened for the baby; about 
fifty-five taxes must be paid before you can slice a loaf of 
bread; there is a tax of thirty-one cents on every work shirt; 
and about ten dollars out of every thirty dollars paid for 
rent represents taxes!” 

And, in this connection, Mr. Fuller stated that 


“About thirty-three cents out of every dollar earned now 
oes to the government, federal, state, and local directly, or is 
mortgaged for the future by deficits being piled up, eventually 
to be paid off in tax moneys.” 


Last year, the newspapers carried an item, stating 
that General Franco levied two weeks’ work, each year, 
upon every citizen of Spain! This could be paid off by 
labor for the government, or by contributing to the gov- 


* Based on an address before the State Bar Institute, Bartow, 
Fla., Jan. 19, 1940. 


** C. L. U. and Attorney at Law,- Tampa, Fla. 
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ernment two weeks of the taxpayer’s wages. 
worker earning fifteen dollars a week, if he preferred to 
continue his private employment, would turn over thirty 
dollars to the government and stick to his job. 
Sympathizers with the citizens of Spain were 
astounded when a writer pointed out that, if our gov- 


Thus, a 


ernment gave us the privi- 
lege of leaving our jobs, and 
working for the government 
instead of paying taxes, the 
average workman, who earns 
one thousand dollars a year, 
would have to contribute 
twenty-eight working days of 
the year to the government! 

And there are certain cases 
where a salaried worker pays 
as high as eighteen per cent of 
his earnings to the govern- 
ment—which would mean he 
would work fifty days for the 
government cach year! 

Now, these taxes, in the 
long run, are deducted either 
from your client’s payroll, or 
they are taken from the earn- 
ings of the capital invested 
by him. In either case they 
tend to reduce wages and 
increase the cost of living. 
From the investor’s stand- 
point they reduce the income return on his accumulated 
capital. Therefore, direct and indirect taxes must be 
considered in estate planning. 

Ten years ago we could safely count on an income 
of five or six thousand dollars from one hundred thou- 
sand dollars well invested! Today, twenty-five hun- 
dred or three thousand dollars is considered a fair 
return on one hundred thousand dollars! 

Take the life insurance companies, for instance! 
As a result of taxes and lower interest returns this 
country’s life insurance companies collected from their 
investments one hundred twenty millions less income in 
1938 than in 1928—even though their assets were larger 
in 1938! This reduced their policyholders’ dividends 
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in 1938 more than ten million dollars per month! 

Forbes Magazine is responsible for further statistics 
on taxes. It states that our railroads in 1938 paid 
three hundred and forty-one million dollars in taxes, 
while the owners took a loss of one hundred and 
twenty-three millions! That the members of the 
National Association of Food Chains paid taxes ex- 
ceeding their profits of more than one-half—an average 
of $1112 for each store! That Consolidated Edison, 
and Niagara Hudson Power, paid in taxes, more than 
$1330 for each employee! That the Long Island Light- 
ing System paid taxes averaging $15.50 for each gas- 
electric consumer! That the taxes paid by American 
Telephone & Telegraph increased fifty-six per cent in 
three years, which taxes amounted to $7.54 per share 
of stock, and were equivalent to $9.50 for each tele- 
phone in service. That General Motors paid one and 
one-half millions in taxes per week—amounting to 
seventy-two and two tenths per cent of their earnings! 

These are illustrative! According to the Century 
Press the Steel Industry paid approximately ninety-six 
million dollars, while their earnings (before taxes and 
dividends) amounted to less than eighty-four million 
dollars, constituting a loss of nearly fifteen millions! 
This is equivalent to one year’s employment for eighty- 
three thousand workers, and represents a tax of $5.18 
per ton—or Seventy-eight per cent more than in 1929! 


Taxes v. Dividends 


If your client is one of the nearly six million common 
stockholders in the one hundred and sixty-three lead- 
ing corporations of this country, he received in 1938, 
an average dividend of $1.33 for each share of stock 
he owned ; whereas, these corporations paid taxes equal 
to $2.73 per share and $576 for each employee! 

These may be heavy and monotonous statistics but | 
believe they should be considered in planning an estate 
program. 

It is well to consider further, that even with all the 
aforementioned taxes our national debt increased from 
sixteen and eight-tenths billions, in 1931, to almost forty- 
five billions, in 1940, with seventeen or eighteen billions 
of state and local indebtedness added to that ! 

Whereas, the debt of some thirty-six billion dollars 
in 1937 was then estimated to equal an amount sufficient 
to purchase the some seven million farms in the United 
States—plus their buildings, live stock, and equipment! 

As lawyers, we are forced to take the facts as we 
find them! But, the shoe is beginning to pinch! 

Considering the size of our debt it would appear that 
our citizens, the masses, all of us, have been asking for 
and getting too much from the government. Too many 
people want to live upon the government, but I believe 
that during the coming years, the masses will be learning 
that debts cannot be dodged! 
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New Problems in Estate Planning 


Through these dry statistics, I have attempted to 
show that the subject of “Estate Conservation” is be- 
coming more and more important to the so-called 
“little fellow,” our average client. And it is impor- 
tant to us as attorneys! 

Prior to 1916, the primary aim of the attorney in 
drafting testamentary documents was to create a 
clear, valid and workable instrument, which would 
accomplish the objectives of the testator and with- 
stand the scrutiny of the courts. 

The tax problems, today, in effect transform the 
attorney from a mere draftsman of legal instruments 
into a conservator of accumulated wealth! 

Today, countless barriers and pitfalls lie in the path 
of the person—whether he be layman, accountant, 
or attorney—who enters the realm of property trans- 
fers to avoid the heavy penalty of our various tax 
statutes! 

Our predecessors when confronted with the neces- 
sity of preparing a will merely had to inquire the 
names of the beneficiaries who were to receive the 
southeast, north, or west ten acres, the old black 
mule, and John Smith’s and Bill Jones’ mortgages; 
then they pulled down a form book and transferred 
these simple bequests into good and sufficient legal 
phraseology so as to satisfy the Statutes of Uses, and 
the Will Statutes. 

Today, however, the correct disposition of a sizable 
estate is a tedious and long-drawn out procedure! 


Tax Conscious Beneficiaries 


Today, attorneys are being severely criticized by 
“tax-conscious” beneficiaries, despite the fact that 
testators or donors seldom request tax counsel, despite 
the fact that clients usually have fixed and definite 
ideas as to the manner in which they wish to transmit 
their property to beneficiaries, and despite the fact 
that few clients are willing to pay more than a nomi- 
nal fee for the preparation of their trust deeds, or 
testamentary instruments! 

Even though your client may be reluctant to give 
you the necessary information—and even though, as 
an attorney, you may be reluctant to pry into his 
intimate and personal affairs—I believe you owe it to 
the beneficiaries to point out the importance of the 
tax consequences involved in every will, trust, and gift 
deed prepared! 


Fundamental Principles 


I believe attorneys should call attention to the fact 
that every will and gift deed involves three basic and 
fundamental tax principles ;—for instance :— 


(1) Each transfer of the same property is taxed succes- 
sively; 



























































































































































































































































































































































































































































































































































































































































































































(2) The tax is imposed at graduated rates; and 
(3) The capital gains and losses are dependent upon “costs” 
which, in turn, depend upon the method by which the prop- 
erty was acquired by the owner. 


A will or deed which effects a gift transfer of prop- 
erty should, if possible, be drawn so that the property 
transferred will be subject to only one transfer tax. 
The total gift and estate tax, upon all the transferor’s 
property, and the annual income taxes of both the 
transferor and the transferee, should be confined to 
the lowest possible brackets. And, taxable gains or 
deductible losses from the sales of property, either 
by the transferor or the transferee, should be considered. 


Solving a Hypothetical Case 


Perhaps carrying through a hypothetical case with 
a number of illustrative opportunities for estate con- 
servation will be helpful. 

Mr. and Mrs. John Smith from a northern state, 
who recently have become or now desire to become 
citizens of this state, call on you! 

Each owns a substantial estate in his and her own 
right. They have three children married, but not 
quite self-supporting. They consult you as to the 
advisability of making wills. They have been advised 
that they should have wills, but they question the neces- 
sity or advantage. Therefore, they seek your advice! 

You, of course, will explain that a certain amount 
of red tape and confusion can be avoided and econo- 
mies effected through wills. 

All right, you are to draw two very simple one-page 
wills! As is the case with most clients, they believe 
the shorter and simpler the will, the better it is. 
(Many laymen and some attorneys have this mistaken 
idea.) 

As do most clients, they know exactly how they 
want their property disposed of upon their death. If 
Mrs. Smith dies first, her interest shall go to her hus- 
band; and Mr. Smith tells you that in the event of his 
prior death he wishes his estate to go to his wife. 

They advise you that they are now contributing 
toward the support of their children, even though 
married, from surplus income; that they have con- 
fidence in each other and have agreed that the sur- 
vivor of them will continue to contribute toward the 
children’s support. 

It then becomes your duty to inform these clients 
that as a result of duplicate probates and tax assess- 
ments, even though the survivor of them, their chil- 
dren, and their respective spouses, might use income 
only, and none of the principal, it is possible that by 
the time the principal assets reach the grandchildren, 
such assets may shrink a total of sixty-five per cent! 
Sixty-five per cent shrinkage! Without any member 
of the family having enjoyed one dollar of this lost 
principal! ! 
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Tax Evasion v. Tax Avoidance 


The Smiths then tell you that they have read some- 
where that “tax evasion”’ is illegal! 

You acquaint them with the term, “tax avoidance” 
and quote the U. S. Supreme Court in Gregory v. Hel- 
vering,' as follows: 

“The legal right of a taxpayer to decrease the amount of 


what otherwise would be his taxes, or altogether avoid them, 
by means which the law permits, can not be doubted.” 


Then you cite the U. S. Circuit Court of Appeals 
in Marshall v. Commissioner,? which held that “There 
is nothing unlawful or even mildly unethical” in the 
attempt of a taxpayer “to avoid some portion of the 
burden of taxation which fell on him.” * 

At this point your clients ask you how they should 
leave their estates. Your proper answer is, “I DON’T 
KNOW”! 


Detailed Information Necessary 


No attorney can possibly arrange an adequate estate 
program for a client until he secures from the client 
a complete picture of his family, their ages, marital 
status, information concerning possible discord that 
might terminate in divorce proceedings, and an idea 
as to the business knowledge, experience, and ability 
of the beneficiaries, and their respective spouses. 

It is necessary to secure a detailed inventory of 
both the real and the personal property, and its situs. 
If gifts are contemplated, you should know the date 
of purchase, the encumbrances, costs, and income 
return from assets. Life insurance policies should 
be examined for endowment dates, cash values (for 
gifts), and beneficiary arrangements, in order to coor- 
dinate the insurance with the general estate, and 
make the proceeds from life insurance available to 
liquidate frozen assets and obtain cash for taxes and 
probate costs. 

Your questionnaire should secure still more infor- 
mation! Has the client made gifts in the past? If so, 
the dates and amounts, in order to determine if they 
were exempt from tax by having been made prior to 
the 1932 Federal Revenue Act; whether such gifts 


‘were applicable to the increased rate of tax and lower 


exemptions under the 1934 and 1935 statutes; and 
the nature and conditions of such gifts—to determine 
whether or not they constituted transfers deemed 
“oifts.” 

To prevent high surtax rates under the Income Tax 
Law, it is necessary to know the approximate worth, 
and the income, of the various beneficiaries ; whether 
or not there is any contemplated inheritance from 
relatives or through marriage. 


1293 U. S. 465. 

757 Fed. (2d) 633. 

’ For further cases on “‘tax avoidance’’, refer to U. S. v. Isham, 
17 Wallace 496, and Charles E. Mitchell, 32 BTA 1093. 
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The clients should be questioned concerning close 
corporation and partnership interests; whether or not 
there would be a ready market for such interests ; and, 
if retained in the estate, whether or not efficient man- 
agement would be available. 


With all this information the attorney is now ready 
to approach his client’s problem! 


Anticipating Changed Laws 


Going back to our hypothetical case: Your clients, 
Mr. and Mrs. Smith, may question the advisability 
of entering into an estate program for the reason that 
any plan or adjustment of their estates, in the light 
of today’s tax laws, might be offset and voided by a 
change in the laws tomorrow! Among the laymen, 
this attitude of “Oh, what’s the use” is not uncommon. 


In this connection, you will note that while the details 
of our Income, Estate, and Gift Tax Laws have va- 
ried considerably, certain fundamental principles have 
been preserved in each Revenue Act! 


These are: 


(1) Personal or specific exemptions, such as $1000 normal 
income tax exemption for the single man, and the $40,000 
specific estate and gift tax exemption; 


(2) The graduated rate of.tax, present in many Tax Stat- 
utes—called “progression” is preserved. Savings have been 
available under all Revenue Acts by distributing taxable in- 
come so that incomes do not become subject to the higher 
tax brackets. By gifts prior to death, the higher brackets 
of the estate tax can be avoided—up to the statutory exemp- 
tions. And, after gift exemptions are exhausted, additional 


taxable gifts are subject to the lowest graduated scale of the 
gift tax: 
Whereas such property, if a part of the taxable estate at 


death, would be subject to the much greater tax at the top 
of the estate tax; 


(3) Fiscal periods are recognized for income tax—usually 
one year. Under the Estate Tax Law the same assets are 
not subject to estate tax within a five-year period; * 


(4) All Revenue Laws have recognized certain artificial 
entities, such as trusts and corporations, as full-fledged taxable 
“persons”. 


While in the future, exemptions may be lowered, 
regulations may be narrowed, and the rate of tax, 
particularly in the lower brackets, likely will be in- 
creased. Your attention to the foregoing principles 
will effect substantial tax savings, regardless of the 
changes in future Revenue Laws. Attention to these 
fundamental tax principles undoubtedly will prove 
“tax-wise” in years to come. 


Basic Exemptions 


Having finally convinced your clients, Mr. and Mrs. 
John Smith, of the value of estate programming ; hav- 
ing secured from them a request for a complete out- 
line of suggestions; and having secured the detailed 
information concerning their estates and their family, 
you now are ready to approach their problem! 
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Clients are entitled, under present tax laws, to the 
following exemptions: 


For Federal Estate Tax—A specific exemption of $40,000 
net general property estate and an additional $40,000 life in- 
surance estate, when paid to named beneficiaries, or such life 
insurance enjoys the exemption when payable to a trustee for 
named beneficiaries. This credit on life insurance is allowed, 
even though the incidents of ownership, e. g., the right to cash 
surrender values, change of beneficiaries, etc., are retained by 
your clients. And your clients are further allowed a specific 
gift exemption, under the present Gift Tax law, of $40,000 plus 
annual gifts of $4000 to any number of individuals. 


As in the past, these exemptions may change before 
Congress adjourns! 


Howe P. Cochrane, in his book, Scientific Tax Re- 
duction,* suggests that anyone attempting tax work in- 
telligently, must have in his Library the following: 


The Board of Tax Appeals Reports; 


The American Federal Tax Reports, the U. S. Tax Cases, 
or the “Federal” or “U. S.” Reports; 


At least one Current Tax Service; and, 
All Government Tax Bulletins, Rules and Regulations. 


When approaching an estate conservation case you 
will likely wish to review the latest cases, Govern- 
ment Tax Bulletins and Rules and Regulations, be- 
cause matters involving taxation are 


constantly 
changing! 


Basic Conservation Principles 


Regardless of changes in the tax laws and tax regu- 
lations, I believe application of the following prin- 
ciples will always accomplish beneficial savings. 


These principles are: 


(1) Arrangements that hold up the vesting of property: 

This can be accomplished by the use of trusts or trust wills 
which are “tax-wise”. By their use, it is possible to hold up 
the vesting of property to beneficiaries, so that death duties 
and probate costs may be saved upon the death of primary 
and perhaps, secondary beneficiaries; 

(2) Arrangements for the distribution of taxable income to 
different persons, to prevent it from falling under a “single” 
taxing bracket: 

Arrange for its distribution in the family to the best tax- 
able advantage; 


(3) Employing the effective use of life insurance: 

Our government has always favored this form of property, 
because it achieves certain social ends more effectively. In 
addition to the tax savings involved, life insurance, if properly 
arranged, escapes probate shrinkage and protects the general 
estate from forced liquidation; 

(4) Immediate and deferred-use gifts: 


Regardless of the tax rate, a gift comes off the top bracket 
of the estate tax, and enjoys exemption from tax, or falls in 


the lower tax bracket under the gift tax. Probate costs are 
eliminated; 


(5) Arranging property under joint ownership—as tenants 
in common, joint tenancy, or tenants by the entirety: 


3a Sec. 303 (e), Revenue Law. 
* Funk & Wagnalls, New York, 1937. 
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While the Tax Statutes are limiting the tax advantages 
under joint ownership, property held jointly usually escapes 
certain probate shrinkages; 

(6) The use of special powers of appointment: 

Tax advantages are obtained where a “special” or “limited” 
power authorizes the donee to exercise only in favor of a 
restricted group which the donor designates in the instrument 
creating the power; 

(7) Providing for estate “liquidity”: 

Unless cash or liquid securities are available for tax and 
probate costs, serious loss to an estate may result; 

(8) Arranging for pre-arranged sales for closely-held busi- 
ness interests, to prevent their forced liquidation: 

Business interests as assets of an estate without a ready 
purchaser, and where sacrificed on the auction block, usually 
bring but a fraction of their real value; 

(9) By hedging against loss of experienced estate manage- 
ment: 

Where no competent beneficiaries will be present to take 
over the management, the interests of the beneficiaries likely 
will be furthered by providing for a trusteeship with com- 
petent advisors for check and balance management. 


Suggestions for an Estate Program 


Having studied your clients’ problem from the 
standpoint of the foregoing general principles, you 
are now ready to prepare an “Outline of Suggestions 
for an Estate Program”! 

This estate program will recommend the organiz- 
ing and arranging of the estate property in a manner 
which will reduce the transfer costs to a minimum. 
Such arrangement should make the administration 
of the estate as simple as possible and should reduce 
the liability for inheritance and estate tax assessments, 
both for the immediate and for successor beneficiaries 
and owners. 

All this may seem complicated to you but the seem- 
ing complexity surrounding “estate planning” shouid 
vanish, when you realize that most plans involve only 
the variation of four fundamental procedures. These 
are: 


(1) Rearranging of present property or life insurance: 

This re-arrangement usually contemplates some alteration 
of the present estate structure with a view of taking full ad- 
vantage of such exemptions permitted by law, with respect 
to tax liabilities and creditors’ claims. 

To illustrate: If life insurance is now payable to the estate, 
it may be made “tax-free” by simply making it payable to a 
named beneficiary; 

(2) Providing adequate testamentary instruments: 

The ultimate success of the estate plan hinges to a large 
extent upon the proper execution and the phraseology of the 
wills and trusts. 

The proper phraseology and arrangement of such instru- 
ments can effect economies in administration, can avoid un- 
necessary tax burdens, and, of course, can make the estate 
more beneficial to the heirs. 

(3) Conversion of some of the general estate property into 
life insurance: 

Life insurance passes direct to named beneficiaries without 
administration costs. It is exempt from creditors in the State 
of Florida and, if the $40,000 tax exemption has not already 
been utilized, that much of the estate can be made tax-free. 

(4) Gifts of property during life: 

Where the entire income from an estate is not required by 
the owner and if the owner is advanced in years, even though 
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he may have to consume part principal, making gifts may be 
advantageous. The estate transferred at death is thus smaller 
and subject to smaller tax and administration expense liability, 

Having considered the further principles involved 
in estate conservation, an outline for the estate pro- 
gram in our hypothetical case will now be illustrated, 


Furnishing Outline of Suggestions 


Having in your possession the detailed information 
concerning the estates of our Mr. and Mrs. Smith and 
their family, and having considered the estate conser- 
vation principles applicable to their estates, you are now 
ready to prepare the Outline of Suggestions, or Estate 
Program. 

When completed, this Program should be turned 
over to the clients for their study, following which 
a family conference should be arranged. 

To get the importance of the subject across in the 
Outline you may wish to call attention to the fact 
that you have carefully investigated and studied the 
history of their estates; that present holdings and 
incomes of the various members of the family inter- 
ested in the estates have been analyzed; that the pos- 
sible valuations the government will place on the 
assets, for tax purposes, have been estimated; and 
also, that the anticipated tax and probate costs and 
their effect upon the estates, in the event several 
deaths occur within a short period of time, have been 
considered. 

The program then may present a complete inven- 
tory of the assets belonging to the various members 
of the family, an inventory of the life insurance owned 
by them, and income tax data for, say, the last five 
years. 

In estimating shrinkages from probate costs and 
death duties natural survivorships are presumed, and 
life expectancies, as given by the American Experi- 
ence Table of Mortality, can also be applied. 

To assist you in quickly estimating the probate 
and tax costs, there are various statistics available. 

Winslow, in his book, Minimizing Death Taxes,’ 
shows such tables. Insurance Research and Review 
Service of Indianapolis also have published estimated 
administration and tax shrinkage figures. They claim 
their figures represent eight different estate surveys 
conducted by trust companies and estate analysis or- 

ganizations; that their tables of estimated shrinkages 
cover a combined total of more than fifty thousand 
estates probated in states scattered from coast to coast; 
and that these statistics are weighed for the varying 
experiences of a great number of states, and therefore 
represent average experience. 

In this connection—since Florida has no inheritance 
tax, except a tax which takes the credit allowed by 








5 Commerce Clearing House, Inc., Chicago, 1935. 
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the 1926 Federal Estate Tax Statutes, on estates of 
over $100,000—the minimum figures on these surveys 
should be applicable for estimating estate shrinkages 
in this state. 

You probably will point out that the probate costs 
and tax requirements must be met with cash—and 
show the availability or non-availability and from what 
source such liquid assets might be available—from 
the particular estates you are analyzing. 

In this hypothetical case, we stated that the Smiths 
had recently become citizens of this state. Therefore, 
it is probable that certain of their assets are in cus- 
todian accounts, or in safe deposit vaults, in some 
other state. 

You will therefore call their attention to the Pusey 
Estate.6 Mr. Pusey became a resident of this state 
and therefore made a Florida will. However, he 
made the mistake of leaving a large part of his securi- 
ties in a safe deposit vault in a Pittsburgh, Pennsyl- 
vania, bank. The State of Pennsylvania attached 
these securities, and the executor was forced to pay 
Pennsylvania inheritance tax. 


“Multiple” State Taxation 
P. 


Attention should also be given to the U. S. Supreme 
Court surprise rulings of May 29, 1939, in the case of 
Curry v. McCanless, (Scales Estate),’ and the case of 
Graves v. Elliott (Brown Estate),® in which the spectre 
of “double taxation” has once again reared its ugly 
head! In these cases, the procession of precedents 
to the graveyard marched on! 

The holdings in both these cases seem to be in 
direct contradiction to the court’s prior ruling (1932) 
in First National Bank of Boston v. Maine,® wherein 
it was held that: 

A state may not impose an inheritance tax on the transfer 
of corporate stock of a domestic corporation owned by a 
non-resident decedent; that such stock is subject to inherit- 
ance tax only in the state of decedent’s domicile. 

And in Safe Deposit and Trust Company v. Vir- 
ginia,?° decided November 25, 1929, the Supreme Court 
held that: 


A trust, the corpus of which is in Maryland, where the 
trustee is located, who administers the trust, although created 
by a resident decedent of Virginia for the benefit of his sons, 
also residents of Virginia, is not taxable in Virginia. 

The rule of mobilia sequuntur personam which would 
give Virginia the power to tax, because of the resi- 
dence there of the equitable owners, does not apply 
in this case where legal ownership, actual presence, 
and control exist in the trustee in another state, and 
particularly where the application of the rule would re- 
sult in double taxation. 


*184 Atl. 845. 

"307 U. S. 357. 
* 307 U. S. 383. 
* 284 U. S. 312. 
” 280 U. S. 83. 
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In the Curry and the Graves cases aforementioned, 
decided May 29, 1939, the Supreme Court appears 
to have withdrawn the cloak of constitutional protec- 
tion from “double taxation,” which, only a decade 
ago,.it had placed around the transfer of intangibles. 


In the Curry case the Supreme Court of Tennessee 
held that: Tennessee, where the decedent was domi- 
ciled, and not Alabama, where the trust was located, 
had the right to tax the intangibles held in the trust. 


In the Graves case, the New York State Court of 
Appeals arrived at an opposite conclusion and held 
that: Decedent’s domicile in New York did not give 
New York the right to tax the transfer, because the 
trust involved had a taxable situs in Colorado. 


Thus, the Tennessee and the New York courts, ap- 


plying the “single tax” theory, had reached contrary 
conclusions! 


The U. S. Supreme Court solved the problem by 
denying constitutional protection against “double 
taxation,” and by allowing all the states involved to 
levy a tax. 


Both cases were decided by a five-to-four decision 
of the court. Justice Stone, who had dissented in the 
First National Bank case, decided in 1932, apparently 
swung the court on these cases. He wrote the majority 
opinion in both the Curry and the Graves cases, empha- 
sizing that: 

“When the taxpayer extends his activities with respect to 
his intangibles, so as to avail himself of the protection and 
benefit of the laws of another State ...a single place of 
taxation no longer obtains.” 

This decision apparently has opened the door for 
“double” or “multiple” taxation in the various states 
which may amount to practical confiscation in many 
cases! It apparently authorizes “double taxation” 
under the following conditions: 


(1) Taxation of shares of stock by the state of incorpora- 
tion—and by the state of domicile of the owner; 


(2) Taxation by the state where the corporation has most 
of its property and business, and by the state of domicile of 
the stock certificate owner; 


(3) Taxation of custodian accounts where located, regard- 
less of the domicile of the owner; 


(4) Taxation of trusts by the state where the trust is located 
and by the state of residence of the beneficial owner; particu- 
larly, where the right to withdraw principal of the trust, or the 
right to dispose of the fund by means of a will, is authorized 
under the terms of the trust. 

In any event, estate plans should be reviewed from 
the standpoint of the Curry and Graves cases to see 
what adjustments are now necessary. You should 
consult both these cases to determine the effect of 
the decisions upon the holdings of clients, and their 
effect upon grantors and beneficiaries of any trusts 
contemplated. 

The Curry and Graves decisions also likely will have 
a far-reaching influence on the taxation of intangibles 
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generally; in all forms of state and local taxation— 
death, gift, income, and property taxes. 

The problems of reciprocal exemptions which have 
lain dormant for the past decade under the “single 
tax” theory are now re-opened. Twenty-one sfates 
among which are Pennsylvania, Maryland, Michigan, 
Illinois, Indiana, Ohio, West Virginia, lowa, and 
Georgia 





have such reciprocal tax exemptions. 


Preserve Records—Adjust Property 


Going back, once more, to our hypothetical case: 
You should recommend that: 


(1) Clients make available, and keep on file, complete 
records, with supporting evidence, showing the cost and the 
date of purchase of the various assets of the estates. 

If joint property is owned by the husband and wife, similar 
records, with supporting evidence, should show the contribu- 
tion of each spouse in such jointly owned property. 

The federal estate tax is imposed according to original con- 
tributions in such jointly owned property, and the burden of 
proof as to the survivor’s interest, is upon the taxpayer. 

(2) You will also recommend the adjustment of life insur- 
ance holdings: 

Proceeds from life insurance should not be payable in lump 
sum to the wife; when so payable, the proceeds remaining a 
part of her estate, upon her death, become subject to probate 
and tax shrinkage as a part of her estate. 

If sufficient insurance is owned a part of it should be 
arranged under deferred settlement options with the life 
insurance companies, to provide the required minimum income 
for the wife and the children. Such monthly insurance pay- 
iments direct from the insurance companies will provide suste- 
nance, in event of a failure or loss of the general estate. 

The balance of the life insurance should be made payable 
to a “living” or “irrevocable” trust. Through the trust, any 
financial assistance required for the surviving wife can be 
made available for her during her survivorship. And, in the 
trust, authority should be given the trustee to purchase, with 
the proceeds from the life insurance, assets of the decedent’s 
estate from the executor, thus making available, cash for 
administration expenses and taxes. 

In the event clients own more than $40,000 life insurance, 
the amount in excess of $40,000 will make an ideal vehicle for 
“living” gifts. The Rules and Regulations require that the cash 
value at the time the incidents of ownership are assigned—and 
not the face of the policy—constitutes the gift consideration. 

Annual gifts thereafter can be made to the assignees of the 
policies for financial assistance, provided the beneficiaries, 
after payment by them of the premiums, require income 
assistance for their current maintenance. 

Payment of future premiums direct by the donor is not 
recommended in view of the Court of Claims decision, in 
the case of Bailey et al., Exrs. v. United States, 27 Fed. Supp. 
617, originally decided May 29, 1939, and which decision was 
modified by the same court on December 4, 1939, and on 
March 4, 1940. The modified ruling exempts “gifted” life in- 

surance from estate tax of the donor when the beneficiaries 
pay the premiums after assignment. 


Use of Trusts 


Now, your further suggestions to the Smiths will 
recommend that they execute a living trust—or a 
trust will—which trust will prevent the estate of the 
spouse first becoming deceased from being subject to 
“double” administration costs and tax shrinkages at 


the death of the survivor. If correctly drawn, such 
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trust will also prevent the trust corpus from being 
subject to administration and tax shrinkage at the 
death of the children. 

In addition to immediately making the trustee the 
beneficiary of the life insurance policies, certain assets 
owned by the Smiths might be assigned to the living 
trust. This will further reduce probate costs and 
eliminate confusion upon the death of the Smiths. 

Under the living trust, property can be assigned 
to the husband or wife, or to one of the children, 
or to any other individual or to a corporate fiduciary, 
as trustee. The trustor can retain the beneficial in- 
terest of any property assigned to the trustee during 
his lifetime. And the trustee’s acts in respect to 
investment and re-investment, and in respect to the 
general management of the trust estate can be made 
subject to the authorization, approval, or direction of 
the trustor. 

The trust, upon the death of either Mr. or Mrs. 
Smith, should continue for the benefit of the surviv- 
ing spouse; and, upon the death of the surviving 
spouse, the trust should continue for trustor’s chil- 
dren, and the children’s issue. 


Flexibility Desirable 


In your estate plan, you probably will wish to out- 
line the various provisions of the trust. 

Right here, may I impress upon you the importance 
of providing the maximum of flexibility in every trust 
or trust will you prepare. This flexibility is neces- 
sary so that the trustee and the beneficiaries can ad- 
just situations in respect to the trust, to meet changing 
conditions in this rapidly moving world. 

Probably the outstanding fault of the average trust 
draft is its rigidity and fixed provisions! 

Today, the reverberations of marching feet are 
sounding along the corridors of Europe! Countries 
that only a few years ago were democracies today are 
under the rule of dictators! In this country our gov- 
ernment debt has been multiplying—tremendous so- 
cial changes have taken place in the last few years. 
It is impossible to pierce the veil of the future, to 
determine whether or not a “Huey Long” will rise to 
power and outlaw trusts in this, or any other state, 
or whether taxation will increase to the point of 
confiscation ! 

For these and other reasons trusts should provide 
maximum flexibility ! 

In my trusts I usually authorize the appointment 
of a successor trustee—which successor trustee may 
be a fiduciary or an individual, a resident of this or 
any other state, territory or country. This provision 
should enable trustees and beneficiaries to seek out 
those jurisdictions which are most favorable for the 
operation of the trust. 
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Outline of Trust Provisions 


Outlining the clauses for the trust :-— 


(1) You will recommend that the trust be set up imme- 
diately; that the trust be made the beneficiary of certain life 
insurance policies; that the provisions of the trust authorize 
the trustor to assign personal or real property to the trust at 
any time during the trustor’s lifetime; that such property be 
subject to withdrawal at trustor’s pleasure; and, in addition to 
the insurance and property assigned, during trustor’s lifetime, 
his last will and testament can provide that the residue of his 
general estate pass to the trust. 

(2) The trust should direct the trustee to purchase assets 
from the executors of trustor’s estate, at a fair market value— 
using insurance proceeds for that purpose. This will furnish 
cash to the executors for probate costs and taxes, without 
making it necessary to subject the assets of the estate to 
forced liquidation during a possible unfavorable period of an 
economic cycle. Such forced liquidation frequently results in 
severe loss. 


The classic illustration of such loss is the Donnelly 
ca5¢ 

Donnelly, a resident of Illinois, died in 1929, leaving some 
fourteen million dollars in Montgomery Ward stock. The 
appraisal, for federal estate tax purposes, was made as of the 
date of his death. Under the Revenue Act in effect at that 
time, the estate tax was assessed on that valuation. 

Shortly after Donnelly’s death, the stock market col- 
lapsed! When the stock was finally liquidated, within the 
two-year period allowed for the payment of taxes, the ex- 
ecutors found that they owed the Federal Government more 
in taxes than they had realized from the sale of the stocks! 

A proportionate insurance estate in the hands of the trustee 
would have enabled the trustee to purchase these stocks from 
the executors for some ten per cent of the fourteen million 
dollar appraisal value, thus enabling the beneficiaries to recover 
all the stocks for their benefit! 

These same stocks, within a few years, while not worth 
fourteen million dollars, did recover, with a value of some six 
or eight millions. 


To correct the inequities of the Donnelly case Con- 
gress, by adding Sec. 202-(a) to the Revenue Act of 
1935, gave executors the right to elect the date of 
death, or one year thereafter, for the valuation of 
estate assets. And this regulation became applicable 
to the estates of persons becoming deceased after 


\ugust 30, 1935. 


Distributing Income 


Returning now to our recommendation of trust 
clauses: 


(3) Since our Mrs. Smith has an estate—and consequently 
a substantial income in her own right—if the income from the 
trust were payable to her, it would be subject to the higher 
income tax brackets. If payable to her she likely would pass 
such income to her children, anyway, or accumulate it in her 
personal estate. Such accumulation of income in her own 
estate would, in turn, be subject to estate tax and probate 
shrinkage at her death. 

On the other hand Mrs. Smith may call your attention to 
the possibility that she may lose her estate prior to her death; 
or that during her survivorship, there may be periods during 
which she may not realize sufficient income from her estate for 
her actual requirements. 





This problem can be solved nicely by directing the trustee 
to pay Mrs. Smith from the net income of the trust, (and if 
not sufficient income, then from principal), during any year 
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her income from her own personal estate and from any other 
source whatsoever does not amount to $3000, (or any amount 
deemed sufficient), the difference between $3000 and the income 
realized by her from all other sources; that the balance of the 
net income be paid, share and share alike, to the children of 
trustor; and that in addition to the payment of income, the 
trustee be authorized to distribute principal to Mrs. Smith, or 
to the other beneficiaries, to meet emergencies and/or to pro- 
vide for the proper maintenance and general welfare of 
trustor’s children, or their issue; 


(4) Recommend that after the death of the surviving spouse, 
the trust continue nevertheless; but, for bookkeeping purposes, 
the corpus be divided into as many shares as there are children 
surviving; ° 

And that income, and such amounts of principal as may be 
necessary for the maintenance and support of trustor’s chil- 
dren and their issue, be distributed by the trustee from the 
shares of such children; and that the corpus of any child’s 
share remaining upon the death of such child, shall be dis- 
tributed to the issue of such deceased child. 


In this way it may be possible to prevent some forty per cent, 
or more, shrinkage of principal that otherwise would result if 
the estate were subject to probate and tax upon the death of 
the surviving spouse, and again upon the death of their 
children. 

(5) Advisors to the trustee: 


The Smiths may explain that the trust idea has its advan- 
tages, but that they would like their children to have a voice 
in the management, and they desire that the children have a 
certain amount of control in and about the trust estate. 


This, too, can be arranged in the trust instrument. In fact, 
I always recommend that one of the children be named as the 
trustee, or a successor trustee, or that the nominal title be 
given to a disinterested individual, or to a corporate trustee; 
and one or two of the beneficiaries can be named as advisor 
to the trustee. Also the trust can provide that in respect to 
matters requiring discretion, the trustee shall obtain the direc- 
tion, approval, or authorization of the advisor. 


Under this arrangement the trustee performs all ministerial 
duties; executes sales and purchases; keeps the records; makes 
up tax returns; and generally deals with the public in respect 
to the trust estate. The public need not look beyond the 
deed, transfer, or act of the trustee, and is protected by the 
trustee’s acts. 

In my trusts, I always recommend a trustee and two ad- 
visors so as to provide a “check and balance” in the handling 
of the trust estate. In the event that the advisors disagree 
on a discretionary matter the trustee is given the balance of 
power. 

In this connection, when acting as a consulting attorney 
with a client’s personal attorney, I recommend that client’s 
attorney be named as one of the advisors. 

On account of inflationary possibilities, and in order to 
hedge against violent changes in economic cycles, the Smiths 
may object to the statutory legal restrictions for trust invest- 
ments! 

The legal investment restrictions, of course, can be waived 
to authorize the trustee to invest in common stocks, real 
estate, or in almost anything in which an individual would care 
to invest his property. 

I always recommend this waiver, particularly where advisors 
are used to provide check and balance. 

Where the trustee is obligated to follow the recommenda- 
tions of the advisors, the liability of the trustee for possible 
losses that may result from carrying out the direction or 
recommendations of the advisors, of course, must be waived; 

(6) “Protection against creditors” clauses can be added to 
the trust. 

While Florida does not have a Spendthrift Trust Statute, I 
believe that by making the payment of income and principal 
(Continued on page 244) 

































































































































































































































































































































































































































FOUNDERS AND BUILDERS 
OF THE INCOME TAX’ 


BY ROY G. BLAKEY** AND GLADYS C. BLAKEY 


Roy G. Blakey 


ETWEEN 1861 and 1894 the income tax had been 
B talked about and discussed as part of a radical 
movement. After its defeat in 1895, interest in the 
tax seemed to die down, partly because it was looked 
upon as hopeless until the Constitution could be 
amended, partly because economic conditions im- 
proved and also because, meanwhile, radical move- 


ments centered on anti-trust and monopoly legislation. 


It was with some surprise, therefore, that the coun- 
try heard Secretary Taft declare, in his speech accept- 
ing the presidential nomination in 1908, that an 
income tax could be devised that would meet the 
requirements of the Constitution without an amend 
ment. Nevertheless, after his election, he did not 
suggest such a tax in his first message to Congress. 

In 1908, as in 1893, Congress was expected to pass 
tariff legislation that would fulfill the campaign 
pledge of revision. Business interests, well repre- 
sented in Congress, decided that such revision should 
be upward, not downward, as was generally under- 
stood at the time of the election. President Taft, 
much like Cleveland in certain respects, was inept at 
controlling the legislative branch of the government 
and worked by indirect means to influence the party 
leaders. 


The Corporation Excise of 1909 and 
the Sixteenth Amendment 

In 1909, however, the tax movement, 
although started in the House, was largely the prod- 


income 


* This article, the first installment of which appeared in our March 
issue, is a small by-product—though quite different in character— 
from The Federal Income Tax, a new book by the same authors. 
Acknowledgment is made to Longmans, Green & Co. for permission 
to use certain material from that volume. 


** School of Business Administration, University of Minnesota, 
Minneapolis. 


uct of Senate action. There were at least three out- 
standing advocates of the tax in the House, but they 
were prevented from accomplishing anything by the 
rigid parliamentary control exercised by the majority 
party under the dictatorial speakership of Joseph 
Cannon (Rep., Ill.). These men, Cordell Hull (Dem., 
Tenn.), Ollie James (Dem., Ky.) and Frederick 
Stevens (Rep., Minn.) had prepared bills in this and 
previous sessions largely for educational purposes. 
Hull, a protégé of McMillin, started introducing in- 
come tax bills in 1907 to acquaint his colleagues with 
the fact that there was such a tax in England and 
elsewhere. In 1909 he was able to do little more 
than to persuade the minority leader of the House, 
Champ Clark, to request an income tax in his motion 
to recommit the tariff bill. Unsuccessful in the 
House, he turned to the Senate and urged Joseph 
W. Bailey (Dem., Texas) to push the tax. He 
coached Bailey and presented him with a mass of 
material on the income tax laws of Great Britain, 
France and Germany. Bailey had long been inter- 
ested in the income tax. He was a gifted orator, and 
had a magnetic personality. Moreover, he and Presi- 
dent Taft were great friends. 

At that time the Senate was dominated by Nelson 
W. Aldrich (Rep., R. I.) as effectively as the House 
was by Cannon, but senatorial courtesy and less strict 
parliamentary procedure afforded more opportunity 
for members of the minority in the upper house to 
introduce their bills. Aldrich was then at the height 
of his career, a brilliant charming gentleman of great 
wealth, whose constituents were the railroads, manu- 
facturing interests and other large corporations. He 
could conceive of no reasons for lowering the tariff when 
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these interests wanted more protection. In previous ses- 
sions, Aldrich, supported by Orville H. Platt (Conn.), 
John C. Spooner (Wis.) and William B. Allison (Iowa), 
had had his way. In 1909 he met effective opposition. A 
group of Republican 
senators from the 
Middle West were 
imbued with a doc- 
trine quite contrary 
to that of Aldrich, 
namely, that the gov- 
ernment should be 
conducted for the 
benefit of the com- 
mon people as well 
as for business cor- 
porations. They be- 
lieved that tariff 
revision meant 
lower, not higher, 
duties and that the 
tariff should be 
drafted according 
to some plan for 
the general welfare, 
preferably by a tariff 
commission, not 
patched together by 
logrolling, behind- The “Insurgent”? Republican 
enators 
the-scene congres- Upper left, Norris Brown 
sional bargaining. of Nebraska; 


Upper Right, 
“Figh tin g Bob” E. J. Burkett of Nebraska; 
La Foll ’ h Center, A. J. Beveridge 
4a Hollette was the of Indiana; 
leader of this group. Lower Left, C. I. 
Crawford of South Dakota; 
Lower Right, 
ernor of Wisconsin J. L. Bristow of Kansas 
cree 


As a reform gov- 


he had secured im- 

portant legislation to control the railroads, 

to prohibit child labor, and to make the 

state university as well as the government 

responsive to the needs of the “plain people.” 

Other Republicans hostile to the Aldrich 

system were Albert B. Cummins (Iowa), 

Joseph L. Bristow (Kan.), Norris Brown 

(Neb.), Moses E. Clapp (Minn.), Jonothan 

Dolliver (Iowa). Sometimes Albert J. 

Beveridge (Ind.) voted with them. Usually 

sympathetic with their aims, and frequently 

with them on the roll call, was William E. 

Borah (Rep., Idaho), but he preferred to 

go his own way for he was an individualist. 
Cummins, the most recently elected of the group, 

had made his reputation as a fighter against “Big 

Business” by trying to control the railroads when 

Governor of Iowa. He was a large, plain man, not 


a flowery orator, but well informed and intelligent, 
so that he commanded a following. 

In the midst of the tariff fight by these “Insurgents” 

against Aldrich’s measure, Bailey introduced his in- 

come tax bill. His three-hour speech not 

only stirred his colleagues, but aroused the 

slumbering interest in the income tax 

throughout the country. A week later, 

Cummins introduced his amendment. These 

bills were submitted partly because of the 

inherent justice of*the tax, and partly for 

needed revenue to compensate for the loss 

anticipated from lower duties. They were 

viewed as symbolic of the fight of the 

“progressive” group against the conserva- 

tives, much as in 1894. Eventually the 

measures of Bailey and Cummins were 

combined. The in- 

The “Insurgent” Republican troduction of the in- 

Senators : if 

Upper Left, come tax issue into 

ghee oo the tariff fight was 

Nelson of Minnesota; most distasteful to 

Centet Wisconsin; = Aldrich. He had 

Lower Left, M. E. fought the tax in 

Clapp of Minnesota; 

Senne Shake. 1894 as a symbol of 

J. P. Dolliver of Iowa Populism and social- 

= ism. He fought it 

in 1909 as a threat 

to his power and to 

the protective sys- 

tem. In vain the In- 

surgents looked to 

the President for 

help. To be sure, 

he had once told 

La Follette he was 

with him on the mat- 

ter of lower tariff 

rates, but that was 

all the comfort they 

received from him. 


Aldrich used all 
his personal persua- 
sion and every par- 
liamentary device to 
prevent the income 
tax amendment from 
coming to a vote. 
He knew the In- 
surgents and Demo- 
crats had mustered 

enough votes to pass it. The fight was splitting the 
Republican party. In desperation Taft proposed a 
compromise, namely, substituting for the general in- 
come tax a low excise tax on corporation income and 
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Nelson W. Aldrich (Rep., R. I.) 
Senator, 1881-1911. 
Chairman of Senate Committee 
on Finance, 1900-1911. Leader 
of forces against the income tax. 
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William E. Borah 

(Prog. Rep., Idaho) 
Senator, 1907-1940. Long a 
supporter of the income tax; 
prominent in discussion of con- 

stitutional aspects. 
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Joseph W. Bailey (Dem., Tex.) 
Senator, 1901-1913. He and 
Senator Cummins (picture, page 
207) were authors and leading 
proponents of income tax pro- 
posals in the Senate in 1909. 
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Mishkni 


Edwin R. A. Seligman 
Professor of Political Economy, 
Columbia University, 1891-1939. 
Leading writer and adviser on in- 
come tax, particularly in the pe- 
riod when the Sixteenth Amend- 


linking with it a resolution for a constitutional amend- 
ment to be ratified by the states. With much reluctance, 


Aldrich agreed. 


The cleverness of the scheme was apparent to all. 
The income tax advocates could not well object to 
the proposal for a constitutional amendment, even 
though there was grave doubt of its ratification. 
such amendment except those forced on the states by 


the guns of the Civil War had been 
The 
earlier amendments were virtually 
parts of the 


adopted for two generations. 


original document. 


The corporation excise was a very 


mild and limited form of special in- 
come tax, called an excise to avo'd 
constitutional restrictions. It was 
acceptable to most of the senators 
and was a welcome device by which 
the extreme conservatives could kill 
the general income tax. 


The corporation tax amendment 
to the tariff bill was drafted by 
Senator Elihu Root (Rep., N. Y.) 
and Attorney General Wickersham. 
It passed by a large majority in 
both houses. A joint resolution for 
a constitutional amendment had 
been introduced by one of the In- 
surgents, Brown (Neb.). It was 
amended somewhat and passed by 


No 
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Cordell Hull (Dem., Tenn.) 


Representative, 1907-1932; Senator, 1932-1933; 

Secretary of State, 1933-. Active proponent of 

the income tax throughout’ congressional 

career; author of the federal income tax system 
of 1913. 


ment was under consideration. 


the Senate without a dissenting vote. Both proposals 
were then approved by the House. 


Ratification of the Sixteenth Amendment 


The income tax amendment to the Constitution did 
not receive approval by three-fourths of the states 
until February 3, 1913, though it aroused little active 
opposition except in a few eastern states. 


Charles 
E. Hughes, then Governor of New 
York, requested the legislature not 
to ratify the amendment because 
the phrase, “from whatever source 
derived,” gave the Federal Govern- 
ment power to tax income from 
state securities, according to his in- 
terpretation. The Virginia legisla- 
ture also was requested not to ratify 
it because it would permit a tre- 
mendous expansion of federal au- 
thority. ‘“A hand from Washington 
will be stretched out and placed 
upon every man’s business,” warned 
Speaker Richard E. Byrd. 


The argument of Hughes was 
discussed on the floor of the Senate. 
Borah and Root disagreed with his 
interpretation; they explained that 
the amendment conveyed no addi- 
tional taxing power to Congress, it 
merely removed the necessity for 
apportioning the tax among the 
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states on the basis of popula- 
tion. A similar position was 
taken by Professor Seligman 
of Columbia University who 
did perhaps more than anyone 
else in this period to ac- 
quaint the leaders of American 
thought with the income tax. 


The Establishment of the 
New Tax (1913-1920) 


Cordell Hull may rightly be 
called the father of our Twen- 
tieth Century federal income 
tax. His efforts in 1907 and 


1909 have been mentioned JAarris & Ewing 


above. This quiet, unpreten- as. w. Kitchin 
tious, young congressman had (Dem., N. C.) 
made a long and thorough (Right) 


Chairman, Committee 
on Ways and Means, 
1915-1919 


study of this tax and was 
ready, therefore, to write the 
income tax bill when the rati- 
fication of the Sixteenth Amendment was com- 
pleted in 1913. He gave much thought to the 
sections that concerned the rates, the exemp- 
tions, and numerous other provisions, including 
those relating to administration. He was con- 
vinced by his study of the British law and prac- 
tice that ““stoppage-at-the-source” was a desirable 
method of collection. His preference for a flat 
rate was challenged by John N. Garner( Dem., 
Texas) who, although not a member of the sub- 
committee on income tax, raised the issue when 
the bill was brought up on the floor of the House. 


Harris & Ewing 
John N. Garner (Dem., Tex.) 
Now Vice President and formerly very active 
in the House of Representatives for the 
income tax 
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Daniel C. Roper (Dem., S. C.) 
Commissioner of Internal Revenue, 1917-1920 


























Hull preferred a flat rate for reasons of expedi- 
ency, in order that the new law might be kept | 
as simple as possible, not only for administrative 

reasons but, also, in order to avoid popular dis- | 
approval before the tax had a fair trial. A flat | 























rate was more practical, too, if the tax was to 
be collected at the source. Hull consented to a 
moderate graduation, however, when it became 
evident that the low rate of 
one per cent would not yield 
the revenue necessitated by 
the reduction in tariff rates. 
The Chairman of the Commit- 
tee on Ways and Means at 
this time was Oscar W. Un- 
derwood (Dem., Ala.) who 
had been a candidate for the 
presidency before Woodrow 
Wilson was nominated. He 
was in sympathy with the low 
tariff policies of the President 
and was conscientious in guid- 
ing the drafting of the Admin- 
istration revenue measures. 
It was his appointment of 
Hull to prepare the section on 
the income tax that gave the 
tax its good start. 


In the Senate, F. M. Sim- 
mons (Dem., N. C.) was 
- Chairman of the Committee 
He approved the House bill, for the 
most part, but Borah, Lodge, Norris, Bristow, and 
La Follette demanded higher rates. 




















Oscar W. Underwood 
(Dem., Ala.) 
(Left) 
Chairman, Committee 
on Ways and Means, 
1911-1915 
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William G. McAdoo (Dem., Calif.) 


Secretary of the Treasury, 1913-1918 
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T. S. Adams Carter Glass (Dem., Va.) 
Adviser to the Treasury, Secretary of the Treasury, 
1917-1921 1918-1920 


crats joined with them and so the Finance Committee 
agreed to increase the rates of the House bill. They 
also made various other amendments. 


War Measures 


The European war which began in 1914 had reper- 
cussions in this country some years before we entered 
as one of the belligerents. Tariff revenues declined 
because of the decrease in imports at the very time 
that additional funds were needed to pay for increased 
defense. Therefore, in 1916, the income tax rates 
were doubled and estate and munitions taxes were 
imposed. 

Claude Kitchin (Dem., N. C.) was Chairman of the 
Committee on Ways and Means from December, 1915, 
through the important period of war financing. He 
opposed the preparedness campaign, to which Presi- 
dent Wilson was converted after the development of 
the relentless German submarine frightfulness, be- 
cause he (Kitchin) saw it would put the “arms of 
the munition makers into the Treasury up to the 
elbows.” Reluctant to see the United States embark 
on a program of extravagance, as he thought, Kitchin 
did nothing to speed legislative measures designed to 
pay for this “folly.” He was a determined person, 
according to his opponents’ point of view, obstinate, 
“contrary,” and difficult to get along with. Nevertheless, 
he stood by his principles and was so outrageously 
abused and misrepresented by the newspapers that 
“his health and career were wrecked.” Some years 
later, Oswald Garrison Villard wrote: “If ever a 
patriot was murdered by the press, it was Claude 
Kitchin.” 

When the United States entered the war, revenue 
measures took on new importance. It was fortunate 
that the income tax had become somewhat established 
by this time. In April, 1917, Kitchin appointed a 





TAX ES—The Tax Magazine 


April, 1940 








subcommittee to draft a measure. It was composed 
of Joseph Fordiey (Mich.), ranking Republican mem- 
ber, Henry Rainey (Ill.), ranking Democratic member, 
Nicholas Longworth (Rep., Ohio) and Lincoln Dixon 
(Dem., Ind.). They carried out Kitchin’s idea of 
imposing a tax on the profits of corporations rather 
than extending the tax unduly on individual incomes, 
Kitchin had once said that the revenues should come 
from north of the Mason and Dixon Line, from those 
who profited from the war. The main discussion in 
both the House and Senate was whether to impose 
the special tax for defense on corporate gains from 
war profits (those in excess of peace time profits) or 
on excess profits (those in excess of normal profits, 
say, 6 per cent to 10 per cent of invested capital). 
Hull favored the former, the British method, partly 
because it would be easier to administer, inasmuch as 
it would not involve the determination of invested 
capital. The Bureau of Internal Revenue had records 
of corporate income since 1909, therefore, it would be 
comparatively simple to find how much the profits of 
the war years exceeded those of pre-war years. 
Kitchin and other excess-profits tax advocates argued 
against this method because they feared that many 
corporations could escape the tax if they had made 
large pre-war profits. Canada, they said, had not 
followed the English system but had used the excess- 
profits basis. After many reversals of opinion, in both 
the House and Senate, the Act of 1917 was drafted 
on the excess-profits plan, modified somewhat by the 
war-profits plan. 


As war expenditures increased, McAdoo, the Sec- 
retary of the Treasury, continually urged greater tax 
levies and, in preparing for the revenue bill in 1918, 
Economists and 


summoned experts to help draft it. 
(Continued on page 232) 
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David F. Houston (Dem., Mo.) 
Secretary of the Treasury, 
1920-1921 


Furnifold M. Simmons 
(Dem., N. C.) 
Chairman, Senate Committee on 
Finance, 1913-1919 
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WHAT IS TAXABLE INCOME OF REALTORS? 


By ALBIN D. STRANDBERG* 


the ratification of the Sixteenth Amendment 
and the enactment of income tax statutes 
thereunder still finds one class of taxpayer, at least, 
without any very clear prescriptions as to how the 
taxable net income should be accurately computed. 
Official regulations and judicial rulings have not yet 
managed to dispel the elusive uncertainty and utter 
vagueness that confronts the realtor who is anxious 
to “do the right thing,” to file a clean-cut, well-sup- 
ported return and avoid lengthy and costly disputes, 
and lengthier and costlier litigation. I am referring, 
particularly, to the real estate developer who from a 
tax point of view certainly is not in an enviable 
position. 
Some of the principal non-routine items that enter 
into the computation of taxable net income of a real 
estate developer will be discussed briefly hereinafter. 


A LITTLE more than a quarter-century after 


Depreciation of Land Improvements 


When a tract of raw land is acquired by a developer 
it is, of course, a transaction entered into for profit, 
and economic profit cannot very well be returned un- 
less invested capital is also recouped. Taxable profit, 
unfortunately, is far from being synonymous with 
true economic profit and under present regulations 
and precepts a not inconsiderable element of confis- 
cation of capital is encountered in that depreciation 
allowances on structural and tangible physical im- 
provements to the raw land—putting it in salable 
condition—are not permitted. 

To take a specific illustration—if a developer at a 
certain basic cost has acquired a large area of vacant, 
wholly unimproved land on which he proceeds to 
install bulkheading, docks, concrete roads, curbing, 
street-signs, etc., expending sums even in excess of 
the acquisition cost of the site itself, then, according 
to orthodox theory, he should add the cost of these 
improvements to the initial acquisition cost. Ordi- 
narily he would thereafter allocate, on one basis or 
another, a pro rata share of the aggregate gross cost 
to each lot and recoup the cost through sales. 

But suppose he finds that he cannot sell. Suppose 
he also finds that, due to the march of time and the 
ravages of the elements aggravated by the lack of 


ss Certified Public Accountant, New York, N. Y. 
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“activity” on the prop- 
erty, the improvements 
deteriorated, the docks 
collapsed and the bulk- 
headings slid into the 
canals. The facts then 
would be, of course, that 
actual physical deprecia- 
tion would have oblit- 
erated invested capital 
and the improvements 
would have lost their one 
and only useful purpose, 
namely, to enhance the 
salability of the property. 

Under the  circum- 
stances would it not seem 
equitable and reasonable 
that a proper allowance 
for depreciation should be accorded? Although it 
is rumored that depreciation allowances have been 
permitted by the Bureau of Internal Revenue in 
especially meritorious circumstances, nevertheless 
such allowances are not a matter of public record 
and appear to be contrary to the established policy 
of the Bureau. The only readily available precedent 
that may be drawn upon is found in the case of 
Clinton Cotton Mills v. Commissioner,! in which case the 
petitioner was entitled to claim depreciation deduc- 
tions on account of expenditures made for side- 
walks, curbing, gutters and drains in its mill village, 
the Court holding the fact that the city was given 
a right-of-way over the streets upon which the expend- 
itures were made did not make any difference. 

Although the Commissioner acquiesced in the find- 
ings of this decision the Bureau policy has not been 
changed and depreciation on land improvements is 
still not an allowance deduction as a matter of stand- 
ard Bureau practice. 

It should be noted that in the case of Clinton Cotton 
Mills, supra, the Board of Tax Appeals originally dis- 
tinguished between whether or not the streets and 
sidewalks were in fact taxpayer-owned property or 
had been dedicated for public use, and the decision 
of the Circuit Court of Appeals went to great length 


1 CCA-4, 78 Fed. (2d) 292, Acq. XII-2 C. B. 4. 
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in specifically stating that it mattered not whether 
they had been so dedicated. 


Drawing upon extensive experience with real estate 
developers of the States of New York, New Jersey 
and Illinois it is found to be an established fact that 
in by far the majority of cases the fee and legal owner- 
ship and title to improvements installed by a devel- 
oper continue to vest in the developer until such time 
as specifically dedicated for public use and taken over 
by public authorities. The fact that the developer at 
an early stage, and long prior to the completion of 
the improvements, had made sales of lots upon the 
installment plan on the property in question does not 
alter the basic fact that with the customary form of 
conveyance of lots so sold does not go any right, title 
or interest in the improvements, such as a street, or 
any part of a street, sidewalk, curb, water mains, 
sewers or any other surface or sub-surface improve- 
ments in the streets adjacent to or on which the 
purchaser’s lots front, or in any other street in a 
development, the lot-buyer merely getting easement 
by necessity for the purpose of ingress and egress. 
F URTHER, AS TO THE PREVAILING TYPE OF 

installment contract for land sales in New York 
State, and the form of deed usually employed, it is the 
settled law of the state that either and both of these 
instruments effectively exclude the purchaser from 
claiming any title to improvements.” 


The developer’s deed and other instruments sub- 
stantiating clear title are thus, in themselves, prima 
facie evidence as to where ownership of improvements 
vests. 


In the face of facts such as these—a realtor-taxpayer 
holding unencumbered title to capital improvements, 
made as part of a venture entered into for profit, 
where such improvements have as a matter of indis- 
putable fact deteriorated and depreciated, and par- 
ticularly where the absence of sales makes it improb- 
able that all invested capital will ever be recovered— 
why should there not be permitted “a reasonable 
allowance for the exhaustion, wear and tear of prop- 
erty used in the trade or business,” as per the specific 
prescriptions of Section 234 (a) (7) of the Revenue Act 
of 1926 and Section 23 of subsequent acts? Has there 
been exhaustion, i. e., disappearance of capital? Are 
the improvements, as enumerated in the foregoing, 
used in the taxpayer’s trade or business? (How else 
would a real estate developer use bulkheading, etc.?) If 
the answer to these questions is “yes” then a failure to 
allow applicable depreciation deductions is nothing 
more or less than wanton confiscation of capital. As 
a result taxable income of the developer would of 


2 White’s Bank of Buffalo v. Nicholas, 64 N. Y. 65; Kings County 
Fire Insurance Co. v. Stevens, 87 N. Y. 287; Deering v. Reilly, 167 
N. Y. 185; Matter of City of New York, 209 N. Y. 344. 
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course be overstated and taxed “dividends” that he 
might have paid could very well have been, in fact, 
return of capital rather than factual distributions of 
earnings. 


While, thus, the income tax prescriptions choose to 
ignore the specific applicability of depreciation deduc- 
tions to land improvements (and published precedents 
appear to be about as numerous as hens’ teeth) a 
diligent search of available treatises on accounting 
principles also fails to disclose any forthright stand on 
the question. Why this “head in the sand” pose ona 
matter that would seem axiomatic, and that unques- 
tionably is costing the country’s realtors hundreds of 
thousands of dollars annually? 

The most direct words of solace and encouragement 
from an authoritative source on accounting principles 
and practices is found in Section 9, page 473, of the 
Accountants’ Handbook, Second Edition, where it is 
suggested that the aforementioned types of improve- 
ments would be proper additions to the land cost only 
if depreciation does not have a chance to become a 
worthwhile factor due to early disposition and sale 
of the property. Otherwise, the Handbook prescribes, 
depreciable improvements should be segregated, and 
the practice in railroad accounting, in this respect, is 
held out as a proper example. 

The retort has been heard, when the question of 
depreciation on land improvements has been raised, 
that expenses for ordinary and necessary repairs and 
maintenance would, of course, be allowable and such 
deductions would then be in lieu of depreciation. That 
does not, as everyone acquainted with depreciation 
practice very well knows, even begin to dispose of 
the problem, however, and seems, in fact, to be con- 
trary to Bureau practice on the general question of 
depreciation. In San Francisco S. S. Co. v. Scoit,* it 
was held that “depreciation is intended to cover the 
estimated lessening in value due to wear and tear, 
decay, obsolescence, etc., which at some further time 
will require abandonment or replacement of the prop- 
erty in spite of ordinary current repairs, and a deduc- 
tion therefor does not preclude a further deduction 
for cost of maintenance.” This decision was published 
as T. D. 2773. This is the reverse of the findings in 
Nashville, Chattanooga and St. Louis R. R. Co. v. U.S“ 
In this latter case it was held that repairs, renewals 
and replacements kept the road-value intact and no 
depreciation was allowable. Whether or not repairs 
and upkeep effectively stem all accruing depreciation 
is, of course, a question of fact to be determined by 
competent engineers and appraisers. 

Assume that the developer should neglect to repair 
streets and sidewalks to an extent sufficient to offset the 





3D. C., 253 Fed. 854. 
4CCA, 269 Fed. 351, published as 7. D. 3125. 
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surface effects of depreciation and that as a result 
thereof damage was incurred to a person lawfully on 
such streets or sidewalks—would the developer be 
liable? Indeed he would! One may even go further: 
it is the duty of the developer to maintain, and to 
make necessary replacements, even though all the lots 
may have been sold and deeded.® 

While the developer, then, may be well advised to 
cede, at the earliest possible opportunity, the improve- 
ments to the public authorities, the matter, 
unfortunately, is not as simple as that. 
There has been an increasing tendency over 
a period of years on the part of public 
authorities to decline acceptance of improve- 
ments of this sort for the reason that the 
maintenance and replacement costs, that 
are now borne by the developer, would then 
necessarily fall upon the municipal or county 
authorities. The specifications laid down by 
these authorities are oftentimes revised at 
intervals and it would, of course, be necessary 
that the improvements in every respect meet 
the prevailing requirements before the 
developer could divest himself of title. 

The foregoing has dealt, largely, with the question 
of whether or not the developer in fact has a capital 
interest in depreciating improvements and therefore 
should be entitled to depreciation deductions. Time 
and again the point has actually been raised as to 
whether or not the improvements are in fact also 
“used in the trade or business,” and in a number of 
instances to the writer’s knowledge the Commissioner 
has declined to allow the depreciation for the reason 
that, he held, they were not so used. 


The logic in that conclusion is difficult to refute 
because it is almost impossible to detect. How could 
streets, sidewalks, and bulkheading be used aside from 
the developer’s business? Possibly the underlying 
reasoning is that street areas on a development are 
really segregated from the lots proper, and the cost 
prorated over all salable lots and, therefore, the 
streets and other improvements have no direct rela- 
tion to the lots per se. That deduction indicates a mis- 
conception that perhaps best can be rectified by a 
definition of what the developer’s “trade or business” 
really is: 

It is not sufficient to state that a developer’s business 
is the purveyance of lots (inferring that necessary im- 
provements are merely incidental to such activity). 
Rather, it must be stated to be a business undertaking 
commencing with the acquisition of land and reaching 
its ultimate and real purpose, not in the purveyance of 


> Knight v. Lanier, 69 App. Div. 454, 74 N. Y. S. 999; Benson v. 
Hudson River Water Power Co., 72 App. Div. 270, 76 N. Y. S. 42; 
highage v. Thousand Island Park Assn., 206 App. Div. 31, 200 
nN. Y. S. 562. 
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that same land in the condition in which it was acquired, 
but as graded and improved lots within an area that since 
its acquisition has been very materially altered in its 
physical aspects by the installation of sundry and usually 
costly improvements. As the situs of land remains per- 
manent and undisturbed it clearly follows that the im- 
proved lots which the developer has created out of the 
acreage he once acquired (and the disposition of which 
constitutes his main business activity) would not, and 


“(Ohe principal difficulty to the 
real estate developer in the application of T. D. 4832 is the 
ascertainment of “fair market value” of the property at the time 
of repossession, and, with extensive forfeitures, elaborate ap- 
praisal data rapidly accumulate. Here the utmost caution must 
be the order of the day because estimating and appraising 


(guessing, in plain English) is going to be an integral part of 
the very basis upon which taxable income is computed. 
What is this fair market value that must be ascertained?” 


could not, be the same lots either from the point of 
view of the marketability or even physical aspects 
and peculiarities, if the improvements in question were 
not there, physically adjacent and surrounding con- 
tributing to the inherent characteristics of each lot. 
In other words, without the improvements the de- 
veloper would have no salable lots. Are the improve- 
ments used in the business of selling the lots? Or are 
they purely decorative? 

Depreciation of land improvements is a factor, and 
a serious one, facing every land developer that has not 
managed to sell out “over-night,” and true taxable 
income cannot very well be returned without giving 
it proper cognizance. 


Provisions for “Future Improvements” 


An element further confusing the compilation of 
correct net income of a developer is the necessity for 
providing for improvement costs that have to be 
expended in the future. An engineer’s estimate of such 
costs is properly added to the capital account, offset 
by a corresponding reserve for uncompleted improve- 
ments against which is charged expenditures as they 
are made.® 

The statutory authority for deducting from gross 
income provisions for future “expense liabilities” is 
found in Section 23 (0) of the Revenue Act of 1932, 
omitted from subsequent acts, and left to the Bureau 
as an administrative matter. It is desired that the 

6 Mackay, 11 BTA 569, Dec. 3823, Acq. VII-2 C.B. 25; Cambria De- 


velopment Co., 34 BTA 1155, Dec. 9497; O.S. 226, 1 C.B. 76; O.D. 567, 
3 C.5. 108. 
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expenditures shall be made, and the reserve extin- 
guished, within a period of five years, although the 
Commissioner will consider applications for extension 
of this time-limit in meritorious cases and where 
waiver, on Form 921, is filed. If the reserve is not 
wholly expended then the unexpended balance of the 
provision, which has been part of the cost of sales 
in preceding years, will revert to taxable income for 
each respective preceding year. 

It is readily apparent that major developers, with 
holdings running into many thousands of lots, will 
have extreme difficulties in estimating the cost of 
future improvements, particularly over a period that 
spans both depressions and active markets, and that 
sees wide fluctuations in material and labor costs. 
Still, without exhaustive labors to arrive at reasonable 
and plausible estimates, a correct taxable net income 
cannot be computed. 


Losses from Erosion, Tidal Action, Casualties 


A developer that owns waterfront property with an 
extensive shore line might be able to establish, through 
surveys, losses of capital assets, i. e., waterfront prop- 
erty, through erosion, tidal action and severe storms. 
The cost or other basis of property so destroyed 
would be deductible under Section 23, and the substan- 
tiating evidence would probably be appraisers’ and 
engineers’ reports, aerial photographs, etc. But how 
about an allowance for property damage to the devel- 
opment as a whole, if waterfront facilities have been 
so damaged as to materially alter the character of the 
entire development, and render it unmarketable as 
what it was originally intended to be, for instance a 
shore-resort community? 

In a recent case, a New York developer established 
substantial losses through the washing away of shore- 
front lots during an extraordinarily severe storm ac- 
companied by unusually high tides, aggravated by 
the fact that a governmental agency had also been 
dredging and deepening a navigable channel close 
to the shore. Allowance was made for the full cost 
of lots destroyed and of the cost of recreational areas 
set aside by the developer on the waterfront, but no 
cognizance was given to the fact that as a result of 
this casualty the entire development changed char- 
acter and was stripped of its principal attraction, 
namely the waterfront recreation areas, as a result 
of which the remaining unsold lots became altogether 
unmarketable. 

For reasons not relevant herein it was not possible 
to establish a rule for measuring loss of useful value 
and although the practical effects, in so far as this 
property was concerned, amounted to virtual aban- 
donment nevertheless no loss was allowed for the 
technical reasons that the developer still retained 
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title, which, as to real: property, cannot be lost by 
abandonment alone.’ 

It is possible, however, in some instances to show, by 
competent evidence, that land will not be commercially 
profitable for any purpose and, if practically worthless, 
a claimed deduction might be allowed under L. O. 862, 
1 C. B. 127. Naturally, extreme care must be taken 
to gather every piece of available evidence and the 
sustaining of a deduction of this sort places a no 
mean task before the developer. 


Gain or Loss on Repossessions 


July 19, 1938, is a date of outstanding importance 
to any developer that is engaged in the sale of real 
property on the installment basis. It is the date of 
T. D. 4832, retroactively amending the Regulations 
with respect to the computation of gain or loss on the 
repossession of real property sold on the installment 
basis, whether or not title was retained by the vendor. 

Prior to this date any “inventorying” of lots repos- 
sessed was not permitted. The basis at time of acqui- 
sition remained the original cost to the vendor, 
although a fair market value at time of repossession 
might have been considerably below that cost, and 
any and all collections that were made during the life 
of the contract, that had not already been returned 
as income under the gross profit percentage rule, auto- 
matically became “income from forfeitures” at time 
of repossession. Now, under 7. D. 4832 and Article 
44-3 of the Regulations gain or loss, as the case may be, 
will be computed at time of repossession to the extent 
of the difference between the fair market value of the 
lots at time of repossession and the unrecovered cost 
margin, or “basis,” of the obligation, i. e., the installment 
contract with the defaulting land purchaser. 

It took a number of depression years and much per- 
suasive showing on the part of outraged developers to 
obtain recognition of the utter inequity in the old pro- 
visions, and large sums in overpaid taxes no doubt 
remain in the government coffers although, it is em- 
phasized, by the aforementioned Treasury Decision, 
the Regulations were retroactively amended. Undoubt- 
edly the absence of timely refund claims for all years 
would keep these overpayments out of reach, although 
certainly, equitably, the retroactive provisions ought 
effectively to take the place of such claims, as the gov- 
ernment now has possession of funds that, in the words 
of Mr. Justice Roberts,® it should be “obliged by natural 
justice and equity to refund,” and the principles of estop- 
pel and equitable recoupment are applicable. It should 
be remembered, of course, that in the absence of suc- 
cessful action along those lines the higher base (the 
original cost, or other base) will be retained. 





7 Schwarzler Co., 3 BTA 535, Dec. 1183, Acq. D-C.B. 5; Mule, 19 
BTA 1247, Dec. 6105; Greenleaf Textile Corp., 26 BTA 737, Dec. 7687. 
§ Bull v. U. S., 55 Sup. Ct. 695. 
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The opening wedge for the new rule was made in the 
case of Boca Ratone Co. v. Comm.,® and the decision was 
then similarly applied in Eggerman Investment Co.,’° 
and Haass et al." 

The principal difficulty to the developer in the applica- 
tion of this new rule is the ascertainment of “fair market 
value” at time of repossession, and with extensive for- 
feitures elaborate appraisal data rapidly accumulate. 
Here again the utmost caution must be the order of the 
day because estimating and appraising (guessing, in plain 
English) is going to be an integral part of the very 
basis upon which taxable income is computed. What 
is this fair market value that must be ascertained? 

It will not do to assign a fair market value to a 
repossessed lot by making comparisons with sales 
prices of comparable lots at or about the time of 
repossession because, it should be remembered, in 
the repossessing of a lot the developer himself is the 
lot-buyer—he is exchanging one asset, an installment 
account receivable, for another asset, a lot. The fair 
market value to the developer, buying at retail, must 
be less than the fair market value to the public buying 
at retail—how else could the developer stay in business? 

Thus, a lot that is being repossessed, that is situated 
alongside of and is identical in characteristics with a 
lot that is being sold for, say, $250 might not have a 
fair market value, such as we are concerned with here 
(retail fair market value to a “wholesaler,” a vendor) 
of more than $150, because if $250 is what the public 
is willing to pay, retail, then that is what the repos- 
sessed lot. would bring on re-sale and out of the $250 
so obtained the vendor would have to pay commis- 
sions, advertising and overhead, and after such deduc- 
tions he would be,down to his new base, $150. To 
adopt the retail fair market value to the public, $250, 
as the fair market value at time of repossession would 
of course mean consistent losses on every resale due 
to the attendant expenses. A general rule, then, on 
determining “repossession fair market value” would 
be: current retail sales price, less selling expenses, 
overhead and profit, equals “repossession fair market 
value.” A further elusive factor injects itself, of course, 
because of the necessity to allow for reasonable profit 
on resale. How much? 


Conclusion 


The foregoing matters illustrate some of the diffi- 
culties under which the real estate developer must 
labor if he is conscientious about his taxable net in- 
come computation, and it would appear that in the 
routine end he is saddled with a minimum necessary 
amount of work that is far in excess of what the ordi- 
nary taxpayer is called upon to do. 


®° CCA-3, 86 Fed. (2d) 9, revg. 31 BTA 1060, Dec. 8852. 
36 BTA 1196, CCH Dec. 9838. 
! 37 BTA 948, CCH Dec. 10,042. 
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Federal Taxation 
of Irrevocable Trusts 
Reéxamined 


By CHARLES W. TYE™ 


REVIEW and reéxamination of the tax status 
A of irrevocable trusts is timely, because of the 
uncertainty which prevails at the present time 
under the federal tax laws. Immediate clarification 
of existing ambiguities is of vital importance to the 
attorney and tax consultant, in view of the high in- 
come, estate and gift tax rates, since the creation of 
an irrevocable trust is a matter which should be con- 
sidered from all possible angles before the final irrevo- 
cable step is taken. Once the trust is created, it is 
ordinarily too late to back up and change from time 
to time the mode of distribution provided for in the 
trust instrument. What has been done is done, and, 
therefore, an irrevocable trust should be created only 
after the tax results of its creation have been thor- 
oughly analyzed and thought out in advance. 


Gift Tax Status 


The creation of an irrevocable trust will have the 
effect of subjecting the corpus of the trust to a federal 
gift tax, but the $40,000 gift tax exemption is still 
available to trusts, the same as it is on gifts to indi- 
viduals. However, on all gifts in trusts, since Janu- 
ary 1, 1939, the $4,000 exemption allowed on outright 
gifts to individuals is denied to trusts. In many 
cases, however, it is still advisable to make gifts in 
trusts, rather than outright, and irrespective of the 
denial of the $4,000 individual exemption, where minor 


* Attorney at Law and Tax Counsel, Los Angeles. 

Author’s Note. This article was suggested by certain recent 
Supreme Court cases involving federal taxation of irrevocable trusts, 
notably, Rasquin v. Humphreys (60 S. Ct. 60), and Sanford v. Com- 
missioner (60 S. Ct. 51), involving the gift tax status of gifts in trust 
wherein the right to change the beneficiaries is reserved; Helvering 
v. Fitch (60 S. Ct. 427), involving the application of the ‘‘legal obli- 
gation’’ theory of income taxation to alimony trusts; Helvering v. 
Hallock, Rothensies v. Cassell and Bryant v. Helvering (60 S. Ct. 
444), involving the estate tax status of irrevocable trusts containing 
reversionary clauses, and Morgan v. Commissioner (403 CCH { 6175), 
involving the applicability of state law to powers of appointment 
under the estate tax. 

1 November 6, 1939; rehearing denied Dec. 4, 1939, 60 S. Ct. 51, 60. 
See also: Hesslein v. Hoey, 91 Fed. (2d) 954. 


216 





children, financially irresponsible, elderly, insane or 
incompetent persons are involved. A gift of a sub- 
stantial amount in trust will usually have a dual 
purpose, namely, the indirect continued control over 
the trust corpus by the trustor by reason of express 
provisions in the trust agreement setting forth spe- 
cific conditions and limitations, and the minimizing 
of income and estate taxes. The income tax is les- 
sened by spreading the burden of the tax over two 
or more separate taxable entities, and the estate tax 
is minimized by removing a portion of the gross 
estate from the highest estate tax rates and subjecting 
such property to the lower gift tax rates. Further, an 
additional exemption of $40,000 is utilized. 


The Supreme Court of the United States has just 
recently decided a very important question, which 
makes for possible tax saving, namely, whether a gift 
is complete where certain powers are reserved by the 
trustor at the time the gift is made. 


In two cases, Rasquin v. Humphreys and Sanford 
Estate v. Commissioner,’ the Supreme Court held that 
an irrevocable inter vivos trust was not subject to 
the gift tax at the time of its creation where the 
trustor reserved the right to change the beneficiaries, 
but not to increase his own interest in the trust. The 
court held, however, that the gift tax did attach at 
the time the trustor renounced his reserved power 
to change the beneficiaries. 


In the Sanford case, supra, the court said: 


“It can hardly be supposed that Congress intended to 
impose personal liability upon the donee of a gift of property, 
so incomplete that he might be deprived of it by the donor 
the day after he had paid the tax. Further, Section 321 (b) (1) 
exempts from the tax: gifts to religious, charitable, and 
educational corporations and the like. A gift would seem 
not to be complete, for the purpose of the tax, where the 
donor has reserved the power to determine whether the 
donees ultimately entitled to receive and enjoy the property 
are of such a class as to exempt the gift from taxation. Apart 
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from other considerations we should hesitate to accept as 
correct a construction under which it could plausibly be 
maintained that a gift in trust for the benefit of charitable 
corporations is then complete so that the taxing statute 
becomes operative and the gift escapes the tax even though 
the donor should later change the beneficiaries to the non- 
exempt class through the exercise of a power to modify the 
trust in any way not beneficial to himself. 

“The argument of petitioner that the construction which 
the Government supports here, but assails in the Humphreys 
case, affords a ready means of evasion of the gift tax is not 
impressive. It is true, of course, that under it gift taxes will 
not be imposed on transactions which fall short of being 
completed gifts. But if for that reason they are not taxed 
as gifts they remain subject to death taxes assessed at higher 
rates, and the Government gets its dues, which was precisely 
the end sought by the enactment of the gift tax.” 

The rule laid down by the Supreme Court must be 
construed as overruling so much of Article 3 of Gift 
Tax Regulations 79 as reads: 

“As to any property or part thereof or interest therein, of 
which the donor has so parted with dominion and control as 
to leave him no power to cause the beneficial title to be 
revested in himself, the gift is complete.” 


The language of the court indicates that the gift is 
not complete under the taxing act if the donor has 
the power or privilege to change the named benefi- 
ciary and designate another beneficiary, or to prolong 
the time or to inject conditions upon which possession 
is premised. It is clear, however, that if the reserved 
rights are not renounced prior to the death of the 
trustor, the trust assets would be subjected to the 
federal estate tax in the estate of the trustor. 

Under the rule promulgated by the Supreme Court, 
a definite tax saving appears possible. An irrevocable 
trust could be created with the income to be accumu- 
lated or to be distributed currently, as the case may 
be. The trustor could reserve the power over ulti- 
mate disposition of both income and principal through 
the reserved right to change the beneficiaries in a 
manner not beneficial to himself. 

Such a plan, in addition to avoiding an immediate 
gift tax liability, would offer a possible income tax 
saving. Although the Supreme Court has not yet 
passed upon the question, the Circuit Court of Ap- 
peals, for the Second Circuit, in the case Knapp v. 
Hoey, 104 Fed. (2d) 99, held that the income of such 
a trust is not taxable to the trustor. This decision is 
well reasoned and appears to be fundamentaly sound. 
I am inclined to believe that if and when the ques- 
tion is presented to the Supreme Court, it will follow 
the decision in the Knapp case. 

In this connection, it should be noted that neither 
Section 166 nor Section 167 of the Revenue Act ap- 
pears to specifically cover such a set-up. Section 166 


. does not apply because the trustor would have no 


power to revest in himself, either alone or in conjunc- 
tion with someone not having a substantial adverse 
interest, title to any part’of the trust corpus; nor 
would Section 167 apply since, if the income is accu- 
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mulated by the trustee, it could not be asserted that 
it was “income for the benefit of the grantor”. If 
the income is accumulated, the trustee would pay the 
tax. If distributed, then the beneficiaries would pay 
the tax, unless the trustor should be held liable for 
tax under the “legal obligation theory” discussed 
later in this article. 

Also, at such time as the trustor desires, he could 
renounce his right to change the beneficiaries and 
pay a gift tax at that time. So long as the renuncia- 
tion was not made in contemplation of or to take 
effect in possession or enjoyment at or after death, 
there would be no estate tax to pay. Since the gift 
tax rates are lower than the estate tax rates, and in 
addition, a $40,000 gift tax exemption is allowed, a 
substantial tax saving may be effected.” 


Income Tax Status 


In recent years, one of the primary purposes of an 
irrevocable trust is to minimize the income tax liabil- 
ity of the trustor by dividing the income from income 
producing property between two or more taxable en- 
tities. This, of course, is material where the trustor 
is in the high surtax brackets. However, in order to 
effectively accomplish the desired objective, it is ex- 
tremely important that the trust provisions comply 
with the applicable sections of the Revenue Act. If 
care is not exercised in drafting the trust agreement, 
a loophole in the plan may exist which will enable 
the taxing authorities to subject the trustor to tax on 
all or a portion of the income irrespective of the ir- 
revocable nature of the transfer. A brief summary of 
the applicable sections of the Revenue Act should 
therefore be the starting point. 

In the first place, there is no particular section of 
the Revenue Act which relates expressly to irrevocable 
trusts. However, Sections 166 and 167, although 
directly affecting revocable trusts, indirectly apply 
to irrevocable trusts. 

Section 166 relates primarily to cases where the 
power to revest in the trustor title to any part of the 
corpus of the trust is vested in the trustor either 
alone or in other persons in conjunction with the 
trustor. Section 166 provides, in part, as follows: 


“Where at any time the power to revest in the grantor title 
to any part of the corpus of the trust is vested,— 

“1. in the grantor, either alone or in conjunction with any 
person not having a substantial adverse interest in the dis- 
position of the corpus or the income therefrom; or 


“2. in any person not having a substantial adverse interest 
in the disposition of such part of the corpus or the income 
therefrom, then the income of such part of the trust shall be 
included in computing the net income of the grantor.” 





2 This latter statement is predicated upon the assumption that 
the gift tax rates will be kept at the ratio of about three-fourths 
the estate tax rates. Further, the bare possibility of there being 
only one exemption allowed for both the gift and the estate tax, 
the gift to be applied proportionately against the estate exemption 
at death, would minimize the tax saving somewhat. 
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A close reading and analysis of Section 166 dis- 
closes that technically its operation is not dependent 
upon the existence of a “revocable trust,” but upon 
the retention or granting of the particular powers 
designated in the section. Since the section creates 
a series of exceptions to the general provisions for 
taxing trusts, it is applicable only to trusts which fall 
squarely within its provisions. In other words, if 
the trustor is regarded as remaining in substance the 
owner of the corpus of the trust, the income there- 
from is not taxable under Sections 161, 162 and 163, 
but remains taxable to the trustor. The rationale of 
Section 166 can be stated briefly as being definitive 
of trusts subject to the power to alter, amend or re- 
voke, and the income from trusts which, by their 
terms, fall outside the language of Section 166 is 
usually taxable either to the trustee or the benefi- 
ciaries of the trust. 

The test to be applied in determining whether Sec- 
tion 166 applies is whether the trustor has retained 
the incidents of ownership to the extent that he has, 
in the language of the Supreme Court of the United 
States in the case, Corliss v. Bowers, 281 U. S. 376, “the 
unfettered command over or the power to revest in 
himself either alone or in conjunction with someone 
not having a substantial adverse interest, the prin- 
cipal of the trust estate.” If such reserved powers 
exist, then Section 166 is controlling and the trustor 
will be taxed on the income from the trust. 

Section 167 relates primarily to the income from 
irrevocable trusts which, under certain circumstances, 
is taxable to the trustor during his lifetime irrespective 
of the fact that he may never actually receive such 
income. Section 167 provides, in part, as follows: 


“(a) Where any part of the income of a trust— 

“(1) is, or in the discretion of the grantor or of any 
person not having a substantial adverse interest in 
the disposition of such part of the income may be, 
held or accumulated for future distribution to the 
grantor; or 

“(2) may, in the discretion of the grantor or of any 
person not having a substantial adverse interest in 
the disposition of such part of the income, be dis- 
tributed to the grantor; or 

“(3) is, or in the discretion of the grantor or of any 
person not having a substantial adverse interest 
in the disposition of such part of the income may 
be, applied to the payment of premiums upon 
policies of insurance on the life of the grantor 
(except policies of insurance irrevocably payable 
for the purposes and in the manner specified in 
section 23 (0), relating to the so-called ‘charitable 
contribution’ deduction); 

then such part of the income of the trust shall be included 
in computing the net income of the grantor.” 


The regulations, Article 167-1, construing Section 
167, provides in substance that the income from a 
trust covered by this section is taxable to the trustor 
because of the trustor’s retention of certain interests 
in the income of the trust as distinguished from a 
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retention of control over the corpus, as is the situa- 
tion under Section 166. Therefore, wholly different 
considerations are involved in the application of these 
two sections of the Act, although the test (retention 
of an interest or control over the trust by the trustor 
or other persons not having a substantial adverse 
interest) is the same under both sections. 


An analysis of Sections 166 and 167, as well as the 
numerous cases construing the same, result in the 
following conclusions regarding the income tax status 
of irrevocable trusts: 

(1) The income from the trust is taxable to the trustor if 


he is regarded as remaining in substance the owner of the 
trust corpus. 


(2) The trustor is taxable on the income where he reserves 
specific rights to the income and/or principal of the trust, 
or where the income is accumulated for future distribution 
to the trustor. 


(3) The trustor is taxable on the income from a trust used 
to pay premiums on life insurance policies on his life. 


(4) Except for the above situations, the income is taxable 
to the beneficiaries of the trust if distributed to them or the 
trustee, if accumulated. 

A clear understanding of the scope and effect of 
Sections 166 and 167 is a fundamental rule to follow 
when advising the creation of and drafting of an 
irrevocable trust. The drafting of the agreement will 
necessarily be governed to a great extent by the in- 
terpretation given to these sections by the decisions 
and regulations. The anticipation of all possible dif- 
ficulties and an attempt to eliminate them to the greatest 
possible extent at the time of creation will minimize 
possible complications as the tax laws change from 
time to time after the irrevocable transfer has been 
made. 


The following discussion of specific problems wiil 
illustrate the difficulties to watch for: 


1. Payment of Annuities 


It would not be advisable to provide in the trust 
agreement that all income available for distribution 
is to be distributed to a beneficiary who is himself 
in the high surtax brackets. In other words, the 
financial status of not only the trustor but also the 
beneficiaries of the trust should be given due consid- 
eration before the distributive provisions are finally 
drafted. If the proposed beneficiary is in a high sur- 
tax bracket, or in the case of a wife, for example, who 
is independently wealthy and who is to be named as 
the primary beneficiary, an additional income tax lia- 
bility to the beneficiary could be avoided by providing 
for the payment of an annuity specifically chargeable 
against the corpus of the trust. The Supreme Court 
of the United States has established the principle that 
an annuity is not taxable to the beneficiary, since the 
sum payable in any event does not depend upon in- 
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come, but is a charge upon the whole estate.2 The 
trust could provide that alk income be accumulated 
and added to the principal of the trust estate, and that 
the beneficiary be paid a specified amount monthly, 
quarterly or yearly, as the case may be. The trustee 
would have to pay the tax on the accumulated income, 
however. 

The Board of Tax Appeals and the Circuit Courts 
of Appeals have extended the “annuity” rule to many 
situations.* It has been applied to a case where the 
agreement merely provided for the payment of a fixed 
amount out of income with a right to resort to prin- 
cipal if the income should be insufficient. It would 
not seem to apply, however, where all the income is 
payable-in any event with a specified mini- 
mum, the deficiency to be made up out of 
corpus if the income falls below the speci- 
fied amount. In this connection, there is 
some merit to the theory that the specified 
amount constitutes an annuity and the in- 
come to that extent is chargeable to the 
trustee, but that all income actually pay- 
able to the beneficiary over and above the 
specified minimum is taxable to the bene- 


many tax saving advantages. 
hidden dangers which may defeat the declared objectives of a 
donor of a gift in trust unless care is exercised in planning and 
drafting the trust agreement. 
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cases, Helvering v. St. Louis Union Trust Co., 296 U. S. 
29, and Becker v. St. Louis Union Trust Co., 296 U. S. 
48, held that, where a “mere possibility of reverter” ex- 
ists, the income of the trust may not be said to be 
“held or accumulated for future distribution to the 
grantor,” within the meaning of Section 167. And, in 
the language of the Board, 


on 


hat section, being one which cuts across the usual concept 
of the separate entity of trusts, should not, we think, be given 
any broader interpretation than its terms require and if 
Article 167-1 of Regulations 86 purports to include in the scope 
of the statute such a trust as the one before us we think the 
regulation is an erroneous interpretation of the statute. 


However, in the Kaplan case, 26 BTA 379 (66 Fed. 
(2d) 401), the Commissioner contended, and was sus- 


“« 
Us DOUBTEDLY gifts in trust offer 


However, there are numerous 


To effectively safeguard the de- 


ficiary. To be safe, however, the trust 
agreement should not only specify the pay- 
ments as an annuity, but eliminate possible 
complications by expressly making the pay- 
ments a charge against corpus. 


2. Possibility of Reverter 


The phrase “possibility of reverter” is 


clared tax saving objectives of a donor, it is, therefore, incum- 
bent upon the attorney or tax consultant to not only acquire 
a working knowledge of the pertinent provisions of the federal 
revenue laws coupled with a thorough understanding of the 
decisions and rulings construing the same, but to anticipate to 
the greatest extent possible all future complications so that the 


declared objectives will not be defeated as the tax laws change 
from time to time.” 


the label that has been attached to the re- 
versionary clause of a trust agreement. 

Such a clause provides in substance that, should the 
beneficiary of the trust predecease the trustor, the 
corpus of the trust and the rights to the income there- 
from will revert to the trustor. 


Will the mere existence of a reversionary clause in 
the trust agreement subject the trustor to tax on the 
income under Section 167? Certainly there is a contin- 
gency that the income may ultimately be distributed 
to the trustor, but is such a contingency a suffi- 
cient basis for taxation under Section 166 or 167? 
The Board of Tax Appeals, in a leading case on the 
question, answered these questions in the negative. 
In the case of William E. Boeing, 37 BTA 178, the 
Board, after citing with approval the Supreme Court 


a a v. Whitehouse, 283 U. S. 148; Helvering v. Pardee, 290 
- S. 365. 

* Bridgeport City Trust Co. v. Commissioner, 32 BTA 1181; Duncan, 
et al., Exr., 34 BTA 233 (aff'd 91 Fed. (2d) 1012); Union Trust 
Co. of Pittsburgh, Trustee, 34 BTA 284; Bush v. Commissioner, 89 
Fed. (2d) 596. 

See also: Helvering v. Butterworth, 290 U. S. 365; Bay Trust Co. 
v. Commissioner, 34 BTA 233; Irwin v. Gavit, 268 U. S. 161; Atkins 


a 63 Fed. (2d) 88; Grosberg v. Commissioner, 69 Fed. 
(2d) 1006. 


tained (as to a trust which provided that the trustee, 
in its discretion, could accumulate a portion of the 
income), that since a portion of the income might 
eventually revert to the trustor if he survived the 
primary beneficiary, that the entire net income should 
be charged to the trustor. The Circuit Court of Ap- 
peals, in discussing the question on appeal, stated as 
follows: 

“The statute (Section 167) means that if under any cir- 
cumstances or contingencies any part of the accumulated 
income might inure to the benefit of the grantor, such portion 
of the income is taxable to him.” 

Although the theory of the Boeing case, supra, has 
been generally followed by the courts, the Treasury 
Department and the Board of Tax Appeals in recent 
cases, query as to what the future income tax status 
of irrevocable trusts containing a reversionary clause 
will be in view of the very recent and startling Supreme 
Court decisions in the cases Helvering v. Hallock, 
et al., Rothensies v. Cassell, and Bryant v. Helver- 
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ing.** Although these cases involved the federal estate 
tax status of reversionary clauses, discussed later in 
this article, they expressly overruled the St. Louis Union 
Trust Co. cases, supra, which cases were cited with 
approval by the Board of Tax Appeals in the Boeing 
case. In view of this substantive change in the law, 
it is very possible that the Commissioner may again 
follow the reasoning of the Kaplan case, supra, espe- 
cially where the income is accumulated, and may even 
extend the rule to cover distributable income, although 
this appears rather remote, since neither Section 166 
nor 167 of the Revenue Act purport to go this far. 
Section 166 is clearly not applicable since no affirma- 
tive powers are reserved and the possible reversion 
is merely a “condition subsequent,” the occurrence of 
which is entirely fortuitous as far as the trustor is con- 
cerned. Further, Section 167(a)(1), which provides: 
“(a) Where any part of the income of a trust— 

“(1) is... held or accumulated for future distribution 
to the grantor; ... then such part of the income 
of the trust shall be included in computing the net 
income of the grantor.” 

on its face covers only accumulated income, and does 
not purport to tax the trustor on income actually dis- 
tributed to the beneficiaries of the trust. However, 
the door is now open, and to be safe, the reversionary 
clause should probably be omitted from the trust 
agreement. As to trusts in existence containing re- 
versionary clauses, the Commissioner will probably 
again attempt to charge the income, at least where 
it is accumulated, to the trustor, unless the trustor 
renounces his rights under the reversionary clause. 
Such a renunciation may create further complications, 
however, as I will point out later in this article. 


3. Legal Obligation Theory 


The “legal obligation theory” of taxation is not a 
new one. Stated in simple language, it relies upon 
the principle that the payment of one’s obligations 
by another by the former’s direction constitutes in- 
come to the person whose obligation is discharged. 
In other words, a taxpayer constructively receives 
income which he has indirectly paid or caused to be 
applied in settlement of his legal obligations. 

The rule has been applied to many types of obliga- 
tions, the most important of which relate to the hus- 
band’s legal obligation to support his wife and minor 
children. Alimony payments or trust income in lieu 
of alimony, payments of income for support and main- 
tenance of children from a trust are all held to be in 
discharge of the husband’s obligation. The usual 
theory being, in the case of a trust, that the husband 
is the real beneficiary of the trust, since the income 
payments benefit him by discharging his obligations. 


4a 60 S. Ct. 444. 








Although the case, Gould v. Gould, 24U. S. 151, sets 
forth the general principles dealing with alimony pay- 
ments, the Supreme Court of the United States did 
not hold the husband taxable on the income from an 
alimony trust until 1935, in the case of Douglas v. 
Willcuts, 296 U.S. 1. This case has been severely criti- 
cized, and almost immediately various lower courts 
and the Board of Tax Appeals attempted to limit 
its application.» However, attempts by individuals 
to avoid the effect of the Douglas case, supra, have 
seldom been successful, especially where divorce or 
separation of the spouses was the primary reason 
for the creation of the trust. 

The most recent expression of the rule is in the 
case of Helvering v. Fitch, decided by the Supreme Court 
on January 29, 1940.°* In this particular case, the tax- 
payer contended that in his trust there was no con- 
tinuing obligation which was satisfied by the trust 
income, in that the property and alimony settlement, 
which was approved by the Iowa court, accomplished 
an absolute discharge of any further duty or obliga- 
tion to support his divorced wife, and that therefore 
the decision of the court in Douglas v. Willcuts, supra, 
was not applicable. In the Douglas case, the alimony 
trust was approved by the divorce decree and was 
merely security for the continuing obligation of the 
taxpayer to support his divorced wife. The Supreme 
Court, in denying the contention of the taxpayer in 
the Fitch case to the effect that there was no power in the 
Iowa court to modify the alimony award or property 
settlement, held that the case was not distinguishable 
from the Douglas case, supra, since the “respondent has 
not clearly shown that in Iowa divorce law the court 
has lost all jurisdiction to alter or revise the amount 
of income payable to the wife from an enterprise 
which has been placed in trust.” The husband was 
held taxable on the trust income. 


The case is apparently authority for the proposition 
that the trustor of such a trust is taxable on the income 
therefrom, unless the applicable state law and the 
terms of the trust grant the husband a full discharge 
of his obligation with no possibility of any contingent 
continuing obligation existing. Careful wording of 
the alimony trust will not be sufficient under such an 
interpretation, since, if, by local law, there is any 
possibility of the obligation continuing after the crea- 
tion of the trust, the discharge is not complete and 
the husband is still liable for the income tax. 





5 Golder, 39 BTA 670; Blumenthal, 34 BTA 994; Fitch v. Com- 
missioner, 103 Fed. (2d) 702 (reversed by Sup. Ct.); Fuller v. 
Helvering, 105 Fed. (2d) 903; Helvering v. Leonard, 105 Fed. (2d) 
900; Morris, et al. v. Jones, Dist. Ct. of U. S., Western District of 
Okla., Jan. 26, 1940. 

See also: Glendenning v. Commissioner, 97 Fed. (2d) 51; Alsop 
v. Commissioner, 92 Fed. (2d) 148 (cert. denied, 302 U. S. 767); 
Thomas v. Commissioner, 100 Fed. (2d) 408; Donnelly v. Commis- 
sioner, 101 Fed. (2d) 879; (cert. denied, 59 S. Ct. 1043). 

5a 60 S. Ct. 427. 
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The rule of the Douglas case is not applicable, how- 
ever, unless there is an obligation owing from the 
trustor to the beneficiary of the trust, and the trust 
income is received in satisfaction of that obligation. 
Where no divorce or separation is contemplated, as 
between a husband and wife, and the trust income is 
not intended for the wife’s support and maintenance, 
the income is certainly not taxable to the husband. 
In a number of cases, the husband has been held not 
taxable on the income which is in fact used for sup- 
port and maintenance, but which, by the terms of the 
trust agreement, is not required to be used for any 
such purpose.® It would also appear that if, under 
the applicable state law, the wife is entitled to no ali- 
mony as a matter of right, then no legal obligation 
exists and the income of a trust used and intended for 


her support and maintenance would not be taxable 
to the husband.’ 


The Supreme Court of the United States has reached 
the same result as in the Douglas case in trusts for the 
support of minor children. The Commissioner of 
Internal Revenue, citing Helvering v. Schweitzer, 296 
U. S. 551, as authority, is now attempting to tax par- 
ents on the income from trusts which they have es- 
tablished for their minor children. On the theory that 
the income of such a trust satisfies the trustor’s legal 
obligation to support his minor children, the Com- 
missioner argues that the trust income is in fact “dis- 
tributed” to the settlor within the provisions of Section 
167 of the Act, and is therefore taxable to him. In 
this case, the trustor had transferred property to 
trustees with directions to pay the income to himself 
for the support, maintenance and education of his 
minor children, and for no other purpose whatsoever. 
In my opinion, the legal obligation theory was not 
needed to sustain the Supreme Court’s decision, since 
actually the trustor was himself the beneficiary and 
could not escape the income tax by specifying the 
uses to which he would put his own income. 


The important question in such trusts is: Is the 
named beneficiary the owner of the trust income, or is 
beneficial ownership in someone else? It is the owner 
of trust income who is taxable thereon. In fact, it 
has been held unconstitutional to attempt to tax “A” 
on the income of “B”. The taxing of trust income 
to someone other than the primary beneficiary always 
necessitates a prior holding that the beneficiary is not 


6 Shanley v. Bowers, 81 Fed. (2d) 116; Hormel, 39 BTA 244; Wood, 
37 BTA 1065; Gray, 38 BTA 584. 
See also: G. C. M. 18972, XVI-33-882; Black, 36 BTA 55. 


7 Rea, 35 BTA 1132 (Pa.); Hall, 36 BTA 398 (Mo.); Mitchel, 38 
BTA 1336 (Tex.). 


In California, for example, there are numerous situations where 
the husband is not liable for alimony. 


See: Lampson v. Lampson, 171 Cal. 332; Mayr v. Mayr, 161 Cal. 
134; Gaudio v. Gaudio, 138 Cal. App. 289. California C. C. Secs. 
139, 175, 176. 1 Cal. Jur. Sec. 70, p. 1017; Johnson v. Johnson, 104 
Cal. App. (2d) 305; Harwell v. Harwell, 26 Cal. App. (2d) 143. 
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the owner of the income. It is my opinion, therefore, 
that the trustor in the Schweitzer case, supra, would 
have been taxable on the income even if the named 
beneficiaries had been strangers, for the reason that 
he was still the owner of the trust income. 


Contrast this situation with the usual irrevocable 
trust. Does the income from an irrevocable trust, in 
contemplation of law, remain in substance that of the 
trustor merely because the beneficiary is his minor 
child and the income is applied for the support and 
maintenance of such child? The Board of Tax Ap- 
peals has held that the income of an irrevocable trust 
is not taxable to the trustor parent, but to the trustee 
or to the minor beneficiary, depending on whether the 
income is accumulated or distributed. Clearly, if 
the income was accumulated until the child attained the 
age of twenty-one years, there would be no basis for 
applying the “legal obligation” theory because no 
obligation is actually being discharged. In this con- 
nection, the Revenue Act provides that the trustee is 
primarily liable for the tax on the income from an 
irrevocable trust, but may deduct the amount actually 
expended for the support, etc., of the beneficiary, which 
amounts are then taxed to the beneficiary as his or 
her own income. There is no language in the Rev- 
enue Act which indicates that the “legal obligation” 
theory of taxation is applicable where the trustor has 
irrevocably transferred ownership to both the prop- 
erty and the income therefrom. Further, there is no 
authority for the proposition that every gift by a 
father to a child, in trust or otherwise, is presumed 
to be in discharge of a legal obligation. 


Without going into a detailed discussion of the 
numerous recent cases wherein this question has been 


presented,® the general principles can be stated as 
follows: 


1. If, by the terms of the trust agreement, the trustee is 
directed to use the trust income for the support and mainte- 
nance of the wife and/or minor children, then the trustor is 
taxable on the income. 


2. If the trustee, in its discretion, may use the trust income 
for support and maintenance of the wife and/or minor children, 
the trustor is taxable on the income only if and to the extent 
the income is actually used for such purpose. 


3. If there is no direct provision in the trust agreement 
as to the use of the income, and there is no agreement between 
the trustor and the beneficiaries regarding the same, the 
trustor is not taxable merely because the income is or may 
be used for the support and maintenance of the family. 


The ramifications of the “legal obligation” theory 
of taxation arising from the Douglas case have been 
numerous. It is still not too clear, however, whether 
the courts are disregarding the separate entity of the 
trust in arriving at their result or whether they treat 

8 Stokes v. Helvering, 296 U. S. 551; Pyeatt, 39 BTA 774; Loeb, 
et al., 40 BTA 516; Hill v. Commissioner, 88 Fed. (2d) 941; Dunning, 


36 BTA 1222; Tierman, 37 BTA 1048; G. C. M. 18972, 1937-2 C. B. 
231; Mim. 4435 XV-1C. B. 143. 
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the husband as the real beneficiary of the trust. The 
latter is certainly the only correct basis and appears 
to be the preferable one. Therefore, if this be true, 
the trustor husband would not be taxable on the 
income from a trust unless there was a preliminary 
finding to the effect that ownership in trust income 
has not been effectively disposed of. That the trust 
entity is not disregarded is evidenced by the fact that 
the capital gains not currently distributable, and in- 
come which is accumulated by the trustee, are not 
taxable to the husband trustor.® 


Summarizing, it can be stated that the income from 
alimony trusts is not taxable to the trustor husband 
if, by the terms of the trust agreement and the appli- 
cable state law, the obligation to support does not 
continue after the creation of the trust; and in the 
case of trusts for the wife and minor children of the 
trustor, the income is not taxable to the trustor if 
there is no agreement, no trust provisions, no court 
decree requiring the expenditure of the trust income 
for the purpose for which it was used or for any pur- 
pose that would relieve the trustor of any of his 
legal obligations. The mere fact that the income 
received by a beneficiary without restriction is vol- 
untarily used for support and maintenance would not 
make the trustor taxable thereon. 

Needless to say, care should be exercised in creat- 
ing a trust where the wife and minor children of the 
trustor are to be named as beneficiaries. If income 
tax saving is the motive for its creation, there should 
be no restrictions imposed upon either the trustee or 
the beneficiaries as to the use to which the income 
can be put. If there is any doubt as to whether there 
is a continuing obligation to support where a hus- 
band proposes to create an alimony trust and thereby 
relieve himself from the payment of income tax on 
the income from the trust, it would be advisable not 
to use the medium of a trust, but rather to transfer 
property absolutely to the wife. The income from 
property transferred absolutely to the wife would not 
be taxable to the husband, since the transfer of the 
property itself discharges the obligation. The mere 
fact that there technically may be a continuing obli- 
gation to support would not, in my opinion, have 
the effect of subjecting the husband to tax on income 
from property absolutely transferred.’° 


4. Short-Term Trusts 


Short-term trusts, the use of which has become so 
popular during the past few years by those taxpayers 
who wish a temporary readjustment of their income 


® Commissioner v. Grosvenor, 85 Fed. (2d) 2; Leonard, 36 BTA 
563; Hormel, et al., 39 BTA 244; Hudson v. Jones, 22 Fed. Supp. 938. 


1 Commissioner v. Tuttle, 89 Fed. (2d) 112; McDonald v. Hel- 
vering, 74 Fed. (2d) 1005. 
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tax liability, received a severe set-back recently. In 
the cases Helvering v. Clifford (404 CCH J 9265) and 
Helvering v. Wood (404 CCH { 9266), decided Febru- 
ary 26, 1940, the Supreme Court was confronted with 
the question of whether the income from a short-term 
irrevocable trust was taxable to the trustor. 

In the Clifford case, the court held that in view of 
the wide degree of control retained by the trustor (he 
was the trustee, had sole discretion over the amount 
of income distributable to his wife, and had wide in- 
vestment powers) he was taxable on the income from 
the trust under section 22 (a) of the 1934 Act. A\l- 
though the court in its opinion stresses the control 
retained by the trustor, it states the basic issue to be 
“whether the trustor may still be regarded as the 
owner after the trust has been created.” In the Wood 
case the trustor was held not taxable on the income 
from a short-term trust under section 166 of the 1934 
Act, relating to revocable trusts. However, the court 
indicated that if the Commissioner had based his 
argument for taxing the trustor on section 22(a) at 
the proper time and had not attempted to raise the 
issue under section 22(a) for the first time before the 
Supreme Court, the decision would have been different. 

In view of these decisions, danger lurks wherever 
a short-term trust is created for the obvious purpose 
of adjusting the income tax liability of a trustor. The 
danger, of course, relates to the degree of control re- 
tained by the trustor over such a trust. However, I 
am of the opinion that the Supreme Court has not 
closed the door on all short-term trusts but only on 
those which because of the degree of control retained 
by the trustor enables the court to make a preliminary 
finding to the effect that ownership in and to the trust 
corpus has not been effectively disposed of. It still 
appears possible for a trustor to create a short-term 
trust and enjoy its income tax benefits provided he is 
not in effect the continued owner by reason of the 
reservation of substantial control over the trust. 

The above discussions illustrate just a few of the 
many practical, as well as legal, questions which must 
be carefully considered before the final irrevocable 
step is taken and the trust created. 


Estate Tax Status 


It is the general rule that the corpus of an irrevo- 
cable trust is not subject to the federal estate tax 
on the death of the trustor. However, under certain 
circumstances, the corpus of an irrevocable trust or a 
portion thereof may be subjected to the estate tax 
irrespective of the irrevocable nature of the transfer. 


1. Transfers in Contemplation of Death 


A transfer in contemplation of death is a disposition 
of property prompted by the thought of death. The 
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regulations provide that all such transfers made by 
a decedent after September 8, 1916, other than bona 
fide sales for an adequate and full consideration in 
money Or money’s worth, must be included in the 
gross estate. The test applied in these situations is 
that if apprehension of death is the motivating force 
which induces the transfer, then the transfer is testa- 
mentary in character and is subject to the tax. The 
determination of the motive is primarily a factual 
question, and therefore the circumstances in each case 
must be examined. If the transfer is essentially asso- 
ciated with life rather than with death, then it is not 
made in contemplation of death. 


The Supreme Court of the United States defined 
the phrase “in contemplation of death” in the case of 
United States v. Wells, 283 U. S. 102, as follows: 

“The words ‘in contemplation of death’ mean that the 
thought of death is the impelling cause of the transfer, and 
while the belief in the imminence of death may afford con- 
vincing evidence, the statute is not to be limited, and its 
purpose thwarted, by a rule of construction which in place 


of contemplation of death makes the final criterion to be an 
apprehension that death is ‘near at hand.’ 


“Tf it is the thought of death, as a controlling motive prompt- 
ing the disposition of property, that affords the test, it follows 
that the statute does not embrace gifts inter vivos which 
spring from a different motive.” 

Although the regulations raise a presumption that 
all transfers by a decedent without adequate consid- 
eration, made within two years of death, are deemed 
to be made in contemplation of death, the effect of the 
presumption is merely to shift the burden of proof 
to the executor or administrator of the estate. In 
order to upset the presumption all material facts and 
circumstances which indicate the motive of the dece- 
dent in making the transfer together with his mental 
and physical condition, should be presented to the 
taxing authorities. A review of the numerous deci- 
sions on the question indicates that the government 
is having little success in applying the “contempla- 
tion of death” theory as a basis of taxation. 


2. Reservation of Income 


An irrevocable trust created subsequent to the Joint 
Resolution of March 3, 1931, amending Section 302 (c) 
of the Revenue Act of 1926,21 and wherein the trustor 
reserves the income for life, will be subjected to the 
federal estate tax on the death of the trustor. The 
Supreme Court ruled, however, in the case of Helvering 
v. Bullard, 303 U. S. 297, that Section 302 (c) of the 
1926 Act, as amended by the Joint Resolution, should 
not be applied retroactively so that irrevocable trusts 
created prior to March 3, 1931, wherein the trustor 
reserves the income for life, should be subjected to 
the federal estate tax upon the death of the trustor. 


_—_— 


" Code Section 811 (c). 
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In other words, the 1931 and 1932 amendments to 
Section 302 (c), 1926 Act, are prospective only in their 
application. Hassett v. Welch, 58 Sup. Ct. 558. Thus, 
if a saving of death taxes is the primary concern of 
the trustor in creating an irrevocable trust, the right 
to the income should not be retained by the trustor. 
Nor should the income be directed to be used to pay 
premiums on life insurance on the life of the trustor, 
since, if the income in fact benefits the trustor, it is 
very probable that the corpus of the trust would 
have to be included in the gross estate of the trustor, 
at least to the extent of the income used for such 
purpose, and be subjected to the federal estate tax. 


3. Joint Action 


Section 302 (c)(2), in its present form (Code Sec- 
tion 811 (d)) is of utmost importance as a guide toward 
drafting of an irrevocable trust. Although Sections 
166 and 167 of the Income Tax Act provide that the 
income is not taxable to the trustor if the power to 
revoke or amend the trust is jointly in the trustor and 
another having a substantial adverse interest in the 
trust corpus or income, Section 302 (c)(2) uses only 
the term “any person” and the Supreme Court has 
held, in Helvering v. City Bank Farmers’ Trust Co., 
296 U. S. 85, that the term as used in this section of 
the Act includes any person, whether or not he has a 
substantial adverse interest. 


Therefore, in drafting the agreement, an attempt 
must be made to bring the language used therein 
within both Section 302 (c)(2) and Sections 166 and 
167. 


4. Possibility of Reverter 


The estate tax status of irrevocable trusts containing 
reversionary clauses was recently before the Supreme 
Court of the United States in the cases Helvering v. 
Hallock, Rothensies v. Cassell, and Bryant v. Helver- 
ing.!? The Supreme Court held that property irrevocably 
transferred in trust is includible in the gross estate 
of the trustor, if it was provided in the trust instru- 
ment that the property should revert to the trustor 
in the event the beneficiary should predecease him. 
The court followed the reasoning of Klein v. United 
States, 283 U. S. 231, and rejected the distinctions from 
that case made in Helvering v. St. Louis Union Trust 
Co., 296 U. S. 39, and Becker v. St. Louis Union Trust 
Co., 296 U. S. 48, which held that the retention of a 
“mere possibility of reverter” would not make the 
trust corpus subject to the federal estate tax in the 
estate of the trustor. The fact that a “possibility of 
reverter” is a condition subsequent over which the 

12 Decided January 29, 1940 in six to two decision. 


Bradley, et al. v. White, Dist. Court of U. S., Dist. of Mass. 
Feb. 2, 1940. 


See also: 
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trustor has no control was held to be immaterial since, 
in the language of the court, 

“the Klein decision was not intended to encourage the belief 
that a change merely in the phrasing of a grant would serve 
to create a judicially cognizable difference in the scope of 
Section 302 (c), although the grantor retained in himself the 
possibility of regaining the transferred property upon pre- 
cisely the same contingency.” 

The language of the court in the Klein case, supra, 
is important in this connection: The court, in reject- 
ing formal distinctions pertaining to the law of real 
property as irrelevant criteria in the field of taxation, 
said: 

“Nothing is to be gained by multiplying words in respect of 
the various niceties of the art of conveyancing or the law of 
contingent and vested remainders. It is perfectly plain that 
the death of the grantor was the indispensable and intended 
event which brought the larger estate into being for the 
grantee and effected its transmission from the dead to the 
living, thus satisfying the terms of the taxing act and justify- 
ing the tax imposed.” 

In other words, the existence of a reversionary clause 
in an irrevocable trust will have the effect of subject- 
ing the property to taxation in the estate of the trustor 
as a transfer intended to take effect in possession and 
enjoyment at or after his death. 


In view of the above Supreme Court decision, the 
United States Court of Claims, on March 4, 1940, in 
the much controverted case of Bailey et al. v. United 
States, (404 CCH { 9289) granted the Commissioner’s 
motion for a new trial and dismissed the taxpayer’s 
claim for refund of the federal estate tax as to assigned 
policies of life insurance containing a “possibility of 
reverter.” In the modified opinion of the Court of 
Claims on December 4, 1939, it had been held that 
since the assignee had paid the premiums after the 
assignment, the proceeds of insurance should not be 
subjected to the federal estate tax. 


The Court of Claims has. again changed its decision 
in holding that the policies of insurance were includible 
in the insured’s gross estate, under the Hallock case, 
because of the existence of the reversionary clause in 
the policies, providing that if the beneficiaries prede- 
ceased him the life ownership of the policies should 
revert to the insured and the proceeds should be pay- 
able to his “executors, administrators or assigns,” 
despite the fact that the assignee had paid the pre- 
miums. In this connection, the court said: 


“Nor do we now consider, in view of the Hallock case, as 
of any controlling importance the fact that the designated 
beneficiary (assignee), rather than. the insured, paid all 
premiums subsequent to 1932 when the insured surrendered 
the right to change the beneficiaries designated as ‘life 
owners’ unless he survived them. The rule of the Hallock 
case is not conditioned upon who bears the expense of main- 
taining or carrying the property or property rights trans- 
ferred until the transferor’s death or until it reverts to him.” 


Thus, as was expected, the rule has already been 
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extended to life insurance policies irrevocably assigned 
but containing reversionary clauses. 

To be safe, the reversionary clause should be elimi- 
nated from any proposed irrevocable trust or life in- 
surance policy irrevocably assigned. However, what 
is the status of existing trusts or life insurance policies 
containing reversionary clauses? Although the trus- 
tor or the insured could no doubt eliminate the rever- 
sionary clause and thereby escape the estate tax, the 
renunciation of the rights under a reversionary clause 
will probably subject the trust or policies of in- 
surance to a gift tax, if one has not already been paid. 
Further, if the renunciation was in contemplation of 
death, the property would still be subjected to the 
estate tax, although a limited credit for the gift tax 
paid would be allowed. A further question imme- 
diately arises as to whether gift tax refunds should 
be allowed where gift taxes have already been paid, 
with respect to the value of the reversionary interest. 
The question is further complicated where the statute 
of limitations is involved. 

A possible escape from the many complications was 
indirectly suggested by Justice Roberts in his dis- 
senting opinion, namely, that the Congress, by stat- 
ute, codify the rule laid down in the St. Louis Union 
Trust Co. cases, supra, in order to eliminate the “obvious 
hardship involved in treating the taxpayers in the 
present cases differently from many others whose 
cases have been decided or closed in accordance with 
the settled rule.” Justice Roberts also stated: 


“To nullify more than fifty decisions, five of them by this 
court, some of which have stood for a decade, in order to 
change a mere rule of statutory construction, seems to me 
an altogether unwise and unjustified exertion of power. As 
I shall point out, there is no necessity for such action because 
it has been, and still is open to Congress to change the rule 
by amendment of the statute, if it deems such action necessary 
in the public interest.” 


Whether Congress will take the hint is questionable. 
5. Powers of Appointment 


Powers of appointment granted to the beneficiary 
of an irrevocable trust should be carefully considered 
in the light of the applicable state law. The general 
rule is that the property subject to a general power 
of appointment will be included in the gross estate 
of the donee of the power and be subjected to the 
federal estate tax. Therefore, in order to eliminate 
the tax on the property through exercise of a power 
of appointment, the power should be special rather 
than general. 

That extreme care must be exercised in drafting 
the agreement, wherein a power of appointment is 
granted, is evidenced by the recent Supreme Court 
case of Morgan v. Commissioner, decided January 29, 
1940. The basic question before the court in that case 
was to what extent and in what sense the law of the 
(Continued on page 248) 
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REFUNDS OF 


MANUFACTURERS’ 
EXCISE TAXES 


By WALTER E. BARTON* 


RIOR to 1928, federal internal revenue taxes 

could be recovered by proving that the taxes 

had been illegally and erroneously collected, 
and that the applicable statute of limitations had been 
satisfied with respect to the filing of a proper claim 
for refund or suit. 


The Revenue Act of 1928 introduced an additional 
requirement in the case of manufacturers’ excise taxes 
paid on the sale of automobile accessories; viz., that 
it should be established that the manufacturer, pro- 
ducer, or importer, who paid the tax, would not be 
unjustly enriched by the refund.1 The House Com- 
mittee in charge of the Revenue Bill of 1928 expressed 
the opinion that in most instances the manufacturer 
was a mere agency for the collection of the automo- 
bile accessories tax from the purchaser; and that the 
tax should not be refunded, if it would “unjustly 
enrich the manufacturers who merely collected the 
tax from the persons to whom they sold the articles.” ? 


Section 424 of the Act of 1928 provided that no 
refund should be made of any amount paid by or 


* Attorney at Law, Washingon, D. C.; Author of Barton and 
Browning’s Federal Income and Estate Tax Laws. 


1 For a discussion generally of the question of who is the proper 
party to bring suit for taxes erroneously and illegally collected, see 
“Annotation,’’ 78 L. Ed. 876. 

Also see Priscilla Bacon Co. v. Welch, 103 F. (2d) 898, and F. & 
F. Laboratories, Inc. v. Com., 104 F. (2d) 563, which hold that a 
vendee to whom a processing tax has been shifted by the vendor 
taxpayer cannot recover the tax from the government. Also, Heck- 
man & Co., Inc. v. I. S. Dawes & Son Co., Inc., 12 F. (2d) 154, which 
holds that the vendee may not recover an excise tax from the vendor, 
who paid the tax to the government, although the tax was billed to 
the vendee by the vendor as a separate item; and Casey Jones, Inc. 
v. Textile Mills, Inc., 87 F. (2d) 454; Golding Bros. Co., Inc. v. 
Dumaine, 93 F. (2d) 162; Johnson v. Iglehart Bros., Inc., 95 F. 
(2d) 4; O’Connor-Bills, Inc. v. Washburn Crosby Co., 20 Fed. Supp. 
460; and Moundridge Milling Co. v. Cream of Wheat Corp., 105 F. 
(2d) 364, which hold that the vendee cannot recover a processing 
tax from the vendor in the absence of a contract, where the price is 
a composite one, i. e., where the tax is included in the price and not 
billed as a separate item. 


*H. R. No. 2, 70th Cong., 1st Sess., p. 2. 
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/ 
collected from any manufacturer, producer, or im- 
porter in respect of the automobile accessories tax 
imposed by Section 600 (3) of the Revenue Act of 
1924, or Section 903 of the Revenue Acts of 1918 and 
1921, unless either: 


“(1) Pursuant to a judgment of a court in an action duly 
begun prior to April 30, 1928; or 

“(2) It is established to the satisfaction of the Commisstoner 
that such amount was in excess of the amount properly pay- 
able upon the sale or lease of an article subject to tax, or 
that such amount was not collected, directly or indirectly, from 
the purchaser or lessee, or that such amount, although collected 
from the purchaser or lessee, was returned to him; or 

“(3) The Commissioner certifies to the proper disbursing 
officer that such manufacturer, producer, or importer has filed 
with the Commissioner, under regulations prescribed by the 
Commissioner with the approval of the Secretary, a bond in 
such sum and with such sureties as the Commissioner deems 
necessary, conditioned upon the immediate repayment to the 
United States of such portion of the amount refunded as is 
not distributed by such manufacturer, producer, or importer 
within six months after the date of the payment of the refund 
to the persons who purchased for purposes of consumption 
(whether from such manufacturer, producer, importer, or 
from any other person) the articles in respect of which the 
refund is made, as evidenced by the affidavits (in such form 
and containing such statements as the Commissioner may 
prescribe) of such purchasers, and that such bond in the case 
of a claim allowed after February 28, 1927, was filed before 
the allowance of the claim by the Commissioner.” 


In U. S. v. Jefferson Electric Manufacturing Company 
(1934), 291 U. S. 386, the government contended that 
subdivision (2), supra, made the decision of the Com- 
missioner final on the question of whether the tax 
was collected directly or indirectly from the purchaser 
or lessee, and that there was no appeal to the courts. 
The taxpayer contended that the provision was bind- 


“ing only on the Commissioner and not on the courts. 


The Supreme Court rejected both of these conten- 
tions, holding that the Commissioner’s action was 
merely administrative, from which the taxpayer could 


































































































































































































































































































































































































































































































































































































































appeal to the courts, and that the requirement that 
the taxpayer prove that the tax was not collected 
directly or indirectly from the purchaser or lessee was 
binding equally upon the courts and the Commis- 
sioner. We quote in part from the Supreme Court's 
opinion as follows: 


“* * * the courts in adjudicating claims of the designated 
class are under a duty to give effect to the subdivision by 
regarding the additional element as a matter to be shown by 
suitable allegation and established by appropriate proof, like 
other elements of such a right or cause of action, and by 
determining the sufficiency of pleadings and evidence accordingly. 

“We cannot assent to the view that a court may give a 
judgment awarding the taxpayer a refund without inquiring 
whether he has borne the burden of the tax or has reimbursed 
himself by collecting it from the purchaser.” 


The taxpayer further contended in the Jefferson 
Electric Mfg. Co. case that to condition recovery upon 
proof that the tax was not collected directly or in- 
directly from the purchaser or lessee would deprive 
the taxpayer of its property without due process of 
law, within the purview of the Fifth Amendment, for 
the reason that at the time the Act was passed on 
June 2, 1924, the taxpayer had an accrued subsisting 
right to sue for the recovery of the illegally collected 
taxes in question without proof that the tax had not 
been collected directly or indirectly from the pur- 
chaser or lessee. To this the Supreme Court replied: 

“We do not perceive in the restriction any infringement 
of due process of law. If the taxpayer has borne the burden 
of the tax, he readily can show it; and certainly there is noth- 
ing arbitrary in requiring that he make such a showing. If 
he has shifted the burden to the purchasers, they and not 
he have been the actual sufferers and are the real parties in 
interest; and in such a situation there is nothing arbitrary in 
requiring, as a condition to refunding the tax to him, that he 
give a bond to use the refunded money in reimbursing them. 
Statutes made applicable to existing claims or causes of 
action and requiring that suits be brought by the real rather 
than the nominal party in interest have been uniformly sus- 


tained when challenged as infringing the contract and due 
process of law clauses of the Constitution.” * 


ECTION 621 (D) OF THE REVENUE AcT oF 19324 
S (which immediately follows) extended to manufac- 
turers’ excise taxes in general, with a few minor excep- 
tions, the principle that a manufacturer, producer, or 
importer cannot recover a refund or receive a credit 
of manufacturers’ excise taxes paid, if to do so would 
result in his unjust enrichment: 


* To the same effect see Anniston Mfg. Co. v. Davis, (1937) 301 U. 
S. 337, where the taxpayer claimed that it had a vested right, 
evidenced by a suit for refund of illegally collected processing taxes. 
instituted before the enactment of Title VII of the Revenue Act of 
1936, which provided that a refund could only be obtained if the 
taxpayer proved that it had absorbed the tax and had not passed it 
on to the purchaser; and further prescribed that the procedure for 
recovery was to present the rejected claim for refund to an ad- 
ministrative board in the first instance, instead of to a Federal Dis- 
trict Court or the Court of Claims. 

* Now Section 3443 (d) of the Internal Revenue Code, applied to 
excise taxes on lubricating oils, brewers’ wort, malt products of 
various kinds, grape concentrate, evaporated grape juice. grape 
syrup, crude petroleum and derivatives thereof, coal, coke, lumber. 
copper-bearing ores and concentrates, rubber tires and inner tubes, 
toilet preparations, perfumes, furs, jewelry, automobiles, trucks. 
radio receiving sets, mechanical refrigerators, sporting goods. fire- 
arms, shells, cartridges, cameras, matches, candy, chewing gum, soft 
drinks, electrical energy, and gasoline. 
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‘No overpayment of tax under this title shall be credited 
or refunded (otherwise than under subsection (a)*), in pur- 
suance of a court decision or otherwise, unless the person 
who paid the tax establishes, in accordance with regulations 
prescribed by the Commissioner with the approval of the 
Secretary, (1) that he has not included the tax in the price 
of the article with respect to which it was imposed, or col- 
lected the amount of tax from the vendee, or (2) that he has 
repaid the amount of the tax to the ultimate purchaser of the 
article, or unless he files with the Commissioner written con- 
sent of such ultimate purchaser to the allowance of the credit 
or refund.” 


This subdivision recognizes two situations: (ne, 
where the tax has been passed on to the vendee; and 
the other, where it has been absorbed by the taxpayer. 
If the tax is passed on directly by collecting it from 
the vendee, or indirectly by including it in the price 
for which the article is sold, the taxpayer cannot re- 
cover unless he has repaid the tax to the ultimate 
purchaser of the article, or files with the Commis- 
sioner written consent of the ultimate purchaser tu 
the allowance of the credit or refund. 


OR ALL PRACTICAL PURPOSES, THIS AVENUE OF 
| recovery is closed, inasmuch as an “ultimate pur- 
chaser” is defined as 


“a person who purchases an article (1) for consumption, or 
(2) for use in the manufacture of other articles, and not for 
resale in the form in which purchased.” (Reg. 46, Art. 71.) 
It would be practically, if not entirely impossible for 
a manufacturer, producer, or importer to ascertain 
the names and addresses of the ultimate purchasers 
for the purpose of securing their consents or of repay- 
ing the tax to them. Furthermore, it is not likely that 
the taxpayer would repay the tax to the ultimate pur- 
chasers, or that the ultimate purchasers would give 
their consents to the allowance of the refund or credit, 
in the absence of some mutual agreement between 
them regarding a division of the. taxes refunded or 
credited. Most taxpayers, therefore, will succeed only 
by proving that they did not collect the tax from the 
vendee, or include it in the price of the article sold. 
Whether the tax was collected from the vendee or 
included in the price of the article sold raises a ques- 
tion of ultimate fact to be determined from all of the 
evidence adduced in each individual case. 


If the article is sold for a certain price and the tax 
is added as a separate item, the court probably will 
find that the tax is collected from the vendee. If the 
tax is not added to the price, or if there is no under- 
standing that the vendee will pay the tax, the court 
probably will find that it is not collected from the 
vendee.® 

(Continued on page 264) 


5 Subsection (a) contains the minor exceptions referred to above. 
6 Lash’s Products Co. v. U. S., 278 U. S. 175, 24 F. (2d) 95; Casey 
Jones, Inc. v. Textile Mills, Inc., 87 F. (2a) 454; Golding Bros. Co., 
Inc. v. Dumaine, 93 F. (2d) 162; Johnson v. Iglehart Bros., In-., 
95 F. (2d) 4; O’Connor-Bills, Inc. v. Washburn Crosby Co., 20 Fed. 
Supp. 460; and Moundridge Milling Co. v. Cream of Wheat Cor)p., 
105 F. (2d) 364; but see Elmer Candy Co. v. Fauntleroy, 24 F. (2d) 
95, rev. 19 F. (2d) 664. 
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State Tax 
Commissions— 


Their History 
and Reports 


By LEWIS W. MORSE* 


HE present day problems of taxation have made 
ik necessary to use the various published reports 

made by the many special tax commissions and 
regular tax commissions in the respective states. In col- 
lecting such reports for purposes of research and to 
study the development of taxation in each state, it 
has been thought helpful to make a brief historical 
statement concerning each. A complete listing of all 
published reports was made. The material which is 
presented for each state is the result of a careful study 
of the problem of taxation in that state. Its develop- 
ment is traced from its beginning. Great difficulty 
has been encountered concerning some of the earlier 
material due to the fact that many of the reports are 
unobtainable, since many have been lost as the result 
of fire, and others have not been carefully preserved. 
A definite attempt has been made to make all state- 
ments as authentic and reliable as possible. This 
study has continued over several years because of the 
many difficulties that have been encountered. It will 
be greatly appreciated if corrections, criticisms, and 
suggestions are made to me as soon as possible con- 
cerning any of this material. It is hoped that a volume 
containing this material will be published within the 
near future, and all additions and corrections will be 
included therein. 

Special tax commissions have been included for the 
purpose of mentioning the reports published by them. 
It has beén found that these reports are extremely 
helpful and are the basis for changes made in the law 
of taxation in that state. The definition of a special 
tax commission has caused us great trouble. We have 
not attempted to include the reports for standing 
committees of houses of the legislature. The special 
tax commissions which we list are, as a rule, made up 
of citizens of that state acting with or without mem- 
bers of the legislature and reporting to the legislature 
and the Governor under legislative order. We especially 


—_——_ 


Assistant Professor of Law and Librarian, Cornell Law School, 
Ithaca, N. Y. 
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welcome additions in this field since it has proved to 
be so difficult to collect the material in it. 


ARIZONA? 
Territorial Board of Equalization 


A Territorial Board of Equalization was established 
in 1887, with powers to increase or decrease the valu- 
ation of the property in any county so as to produce 
a just relation of the valuation between all the counties. 
This board consisted of the territorial auditor and 
two other members who were to be appointed by the 
governor. Nothing was said of any duty of this 
board to make reports. (Rev. Stat. of Ariz. 1887, 
{2657 ; 1991 Stat., Ch. IV, Title LXII.) 

The reports of the Territorial Board of Equalization 
are found in the Governor’s Reports under the title 
of “Taxable Property” as follows: 


1891, p. 4-5 1900, p. 3-12 
1892, p. 3-5 1901, p. 8-19 
1893, p. 5-6 1902, p. 11-18 
1894, p. 10-12 1903, p. 14-20 
1895, p. 11-13 1904, p. 15-16 
1896, p. 5-7 1905, p. 17-32 
1897, p. 75-76 1906, p. 10-18 
1898, p. 229-232? 1907, p. 9-11 
1899, p. 3-5 





1 Material covering the State of Alabama, although logically 


precedent to this in arrangement, will be included in a future issue. 
Ed. 


? Report of Dept. of Interior. 
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The Proceedings first appeared in separate form 


in 1907. 


June, 1907, 16 p 
Aug., 1907, 19 p 
June, 1908, 10+(1) p 
Aug., 1908, 15+(1) p 
June, 1909, 28+-(1) p 


Aug., 1909, 20 p 
June, 1910, 34 p 
Aug., 1910, (1)+33 p 
June, 1911, 40+(1) p 
Aug., 1911, (1) +33 p 


State Board of Equalization 


The First State Legislature in 1912 created a State 
Board of Equalization consisting of the State Auditor, 
the Chairman of the Corporation Commission and the 
three members of the State Tax Commission and re- 
pealed Chapter IV, Title LXII of the 1901 Statutes 
relating to a Territorial Board of Equalization. (Laws 
of Arizona, 1912, Ch. 31, Sec. 6.) 


In 1913 the First State Legislature in its Third 
Special Session reconstituted the State Board of 
Equalization and eliminated therefrom both the Chair- 
man of the Corporation Commission and the Auditor, 
leaving as the sole members of the Board, the three 
members of the Tax Commission. (Laws of 1913, 
3rd Spec. Sess., Ch. 71, Sec. 22.) 





Reports of Arizona State Board of Equalization 








Place and No. of 
Year Period Covered Date R fi Re Paging 
of Pub. hi 





1912 June 3-July 8, 1912 
1912 Aug. 12-19, 1912 


Phoenix, n.d. Proceedings  1-+(3)—92+(1) p 
“oo 20 ) 
1913 Aug. 4-11, 1913 


Phoenix, n.d. 204 
Phoenix, n.d. bis (1) +3—46 p 
sid 8+-43 p 


1914 June and Aug., 1914 Phoenix, n.d. +43] 
1915 Aug. 2-9, 1915 Phoenix, n.d. (1)+3—61 p 
1916 Aug. 7-14, 1916 Phoenix, n.d. . 55p 
1917. Aug. 6-13, 1917 Phoenix, n.d. ‘ 100 p 
1918 Aug. 5-12, 1918 Phoenix, n.d. . 89 p 
1919 Aug. 4-11, 1919 Phoenix, n.d. ° 94+(2) p 
1920 Aug. 2-9, 1920 Tucson, n.d. ’ 78+-(2) p 
1921 Aug. 1-8, 1921 Phoenix, n.d. ‘ 86+-(4) p 
1922 Aug. 7-12, 1922 n.p., n.d. sig 78+(4) p 
1923 Aug. 6-13, 1923 Phoenix, n.d. " (2)+74+(4) p 
1924 Aug. 4-11, 1924 Phoenix, n.d. * 77+(3) p 
1925 Aug. 3-10, 1925 Phoenix, n.d. “= 74+-(3) p 
1926 Aug. 2-9, 1926 Phoenix, n.d. = 79+(3) p 
1927 Aug. 1-8, 1927 Tucson, n.d. - 89+ (3) p 
1928 Aug. 6-11, 1928 Prescott, n.d. - 78+ (3) p 
1929 Aug. 5-9, 1929 Phoenix, n.d. - 76+(2) p 
1930 Aug. 4-9, 1930 Tucson, n.d. - 76+(3) p 
1931 Aug. 3-8, 1931 Phoenix, n.d. ” 80+(3) p 








| 
| 


The following did not appear in printed form. The 
only reports for these years are typewritten pages of 
the Records of the Arizona State Board of Equaliza- 
tion, Phoenix, Arizona. 


1932 pp 159-200 
1933 pp 201-241 
1934 pp 243-286 
1935 pp 287-332 
1936 pp 334-375 
1937 pp 376-426 
i. a ; pp 427-472 


State Tax Commission 


The Arizona State Tax Commission was created in 
1912 and consists of three members who are elected 
by the people of Arizona. It was given full power to 
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classify all property and has general supervision of 
the system of taxation throughout the state. It also 
has general supervision over the administration of the 
assessment and tax laws of the state, over city, town 
and county assessors, and all local boards of levy and 
assessments, to the end that all assessments of prop- 
erty be made at its full cash value. The members of 
the State Tax Commission are ex officio members of 
the State Board of Equalization. (Laws of Arizona, 


1912, Ch. 23, p. 45.) 


The State Tax Commission is required to report 
biennially, at least sixty days before the meeting of 
the state legislature, any amendments and modifica- 
tions of the revenue laws as may seem to remedy 
injustice and facilitate the collection of public reve- 
nue. The report was required to show in tabulated 
form the whole amount of taxes collected in the state, 
the amount lost, and other pertinent statistics of pub- 
lic interest. These reports are required to be printed 
and published. (Laws of Arizona, 1912, Ch. 23.) 


The State Tax Commission is required to report to 
the State Treasurer on the first Monday in September 
the amount of the gross receipts of express companies 
doing business in Arizona for the year ending January 
1. (Laws of Arizona, 1912, Ch. 54.) 


In 1913 the Arizona State Tax Commission was 
directed to obtain from each person, corporation, etc., 
engaged in mining between July 1, 1913, and the first 
Monday in April, 1914, a statement in detail of ores 
or mineral products, etc. The Tax Commission was 
directed to compute the gross product and value in 
dollars, etc., and to certify to the assessor of each 
county the valuation and assessment on these mines. 
(Laws of Arizona, 1913, 3rd Special Session, Chapter 71, 
Sec. 7-21.) 


A letter from the Arizona State Tax Commission 
dated October 24, 1939, states: 
“The mine tax law authorized by the Legislature in 1913 


prescribing a method of taxation on mines was only used in 
assessing mines for one year, and therefore expired of its own 


limitation.” 

Special reports of this commission on mining taxa- 
tion were published in one pamphlet supplementary 
to the First Report of the State Tax Commission 
dated March 17 and 20, 1913, submitted by C. M. 
Zander and containing nineteen pages. 


The members of the State Tax Commission were 
constituted the State Board of Equalization and also 
the State Board of Tax Survey. (Laws of 1913, 3rd 
Spec. Sess., Ch. 71; Laws of 1929, Ch. 46.) 


The State Board of Tax Survey does not publish 
any reports. 
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Reports of Arizona State Tax Commission 


Place and No. of 





Year Period Covered Date of Pub. Report Paging 
912. May 18-Dec. 31, 1912 Phoenix, n.d. Ist 100 p 
1913-4 Dated Dec. 28, 1914 Phoenix, n.d. 2nd 156+(2) p 
1915-6 Calendar yrs. 1915-16 

Dated Dec. 30, 1916 Phoenix, n.d. 3rd 86 p 
1917-8 Calendar yrs. 1917-18 

Dated Dec. 31, 1918 Phoenix, n.d. 4th 140+(4)+3—5p 
1919-20 Calendar yrs. 1919-20 

Dated Dec. 31, 1920 Phoenix, n.d. 5th 169 p 
1921-22 Calendar yrs. 1921-22 

Dated Dec. 30, 1922 Mesa, n.d. 6th (3) +5—189 p 
1923-24 Calendar yrs. 1923-24 

Dated Dec. 31, 1924 Phoenix, n.d. 7th 213 p 
1925-26 Calendar yrs. 1925-26 

Dated Dec. 31, 1926 Phoenix, n.d. 8th 156 p 
1927-28 Calendar yrs. 1927-28 

Dated Dec. 31, 1928 _ n.p., n.d. 9th 162 p 
1929-30 Calendar yrs. 1929-30 

Dated Dec. 31, 1930 Phoenix,n.d. 10th 160 p 
1931-32 Calendar yrs. 1931-32 

Dated Dec. 31, 1932 Phoenix,n.d. 11th (3) +146 p 
1933-34 Calendar yrs. 1933-34 

Dated Dec. 31, 1934 Phoenix, n.d. 12th 183 p 
1935-36 Calendar yrs. 1935-36 

Dated Dec. 31, 1936 Phoenix,n.d. 13th 179 p 


1937-38 Calendar yrs. 1937-38 
Dated Dec. 31, 1938 


Phoenix, n.d. 14th (3)+5—159+vp 


ARKANSAS 


Special Tax Commission 


In 1927 a Special Honorary Commission was created 
for the purpose of studying the revenues and taxation 
with special reference to Arkansas. Systems of other 
states were to be investigated. A report was ordered 
to be prepared by October 1, 1928, including a com- 
plete account of the revenue system of Arkansas 
describing its principal defects and suggesting im- 
provements. A separate report of the conditions in 
Arkansas bearing on the conduct of business by pri- 
vate firms and individuals was also ordered. (Acts 
of Arkansas, 1927, Act 167, p. 596.) 


Report 


Arkansas Business Laws and Taxation, Jan. 30, 
1929. xxv+ (5) +5—267 p: 

“The Special Honorary Commission on Arkansas Business 
Laws and Taxation, created in 1927, published its report in 
January, 1929. Act 346 of 1929 appropriated money for a 
second printing in June, 1929. There was no act of the legis- 
lature postponing the date of publication. The report was 
simply in preparation until it appeared. I have secured this 
information from Judge George Vaughan, a member of our 
law faculty who was Chairman of this Commission.”—Letter 
from Law Library, University of Arkansas, Fayetteville, 
\rkansas, dated March 5, 1940. 


Regular Tax Commissions 
lax Commission and State Equalization Board 


The Arkansas Tax Commission was created by the 
Acts of 1909, Act 257, p. 764, for a term of years end- 
ing January 21, 1927. 


Section 11 of the same Act required it to submit 
annual reports to the Governor and reports to the 
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legislature on the odd years. (Although annual re- 
ports were required, no annual reports made to the 
Governor have been found. Biennial reports appear 
to have been made.) 


Section 12 of the same Act provided that the 
Arkansas Tax Commission should meet as a State 
Equalization Board annually in November for pur- 
poses of equalizing the assessment of property in the 
several counties so that all taxable property should be 
assessed at its true value and that all property in the 
different counties shall bear its just and equal portion 
of the taxes. (The Arkansas Tax Commission of 1927 
was also constituted a State Equalization Board. It 
has apparently always had to serve as a State Equali- 
zation Board but has not been required to make a 
separate report as such.) 


Reports of the Arkansas Tax Commission and 
State Equalization Board 


Place and 
Year Period Covered Date No. of Paging 
of Pub. Report 
1909-10 For the period between May 
8, 1909 and Dec. 19, 1910 n.p., n.d. Ist 84+(1)p4 plates 
1911-12 For the period between Dec. 
20, 1910 and Dec. 20, 1912 n.p., n.d. 2nd 98 p 


“The third and fourth reports were never published.”—Letter dated 


Feb. 5, 1940, from Library, University of Arkansas, Fayetteville, 
Arkansas. 
1917-18 For the period be- Malvern, n.d. Sth 44p-+-tables 
tween Dec. 16, 
1916 and Dec. 16, 
1918 


“No sixth report was ever published.”—Letter dated Feb, 5, 1940, 
from Library, University of Arkansas, Fayetteville, Arkansas. 


1920-22 For the period be- Little Rock, n.d. 7th 70p 
ginning June 30, 
1920, ard ending 
June 30, 1922 


By the Acts of 1923, Act 343, Sec. 1, p. 227, the 
Arkansas Tax Commission was abolished and all of 
its duties were transferred to the Arkansas Railroad 
Commission. Reports of the Tax Division of the 
Arkansas Railroad Commission are contained in the Re- 
ports of the Arkansas Railroad Commission, 1923-1926. 

By the Acts of 1927, Act 129, Sec. 1, p. 402, a new 
Arkansas Tax Commission was created for a period 
of 32 years. Its duties were to include those which 
had been taken over by the Arkansas Railroad Com- 
mission by Act 343 of 1923 Acts. A report was re- 
quired to be made to the Governor 30 days before the 
convening of the legislature. It was also provided 
that the Arkansas Tax Commission should constitute 
a State Equalization Board. 








Reports of the Arkansas Tax Commission and 
State Equalization Board 





ae J a Place and No. of Paging 
Year Period Covered Date of Pub. Report 
1927-28 For yrs. 1927-28 n.p., n.d. Ist 35 p 
1929-30 For yrs. 1929-30 Russellville, n.d. 2nd 34p-+-tables 
1931-32. For yrs. 1931-32 Little Rock, n.d. 3rd 33 p 








. 
In 1933 the Arkansas Tax Commission was abolished 
and its duties were transferred to the Arkansas Corpora- 


tion Commission. (Acts of Arkansas, 1933, Act 12.) 


























































230 TAX ES— The Tax Magazine 


Tax Supervision Department 


In 1937 a department in the Arkansas Corporation 
Commission was created to be known as the “Tax 
Supervision Department” with the duties of super- 
vising and controlling the valuation, assessment, and 
equalization of all property, the collection of taxes, 
the enforcement of the tax laws of the state, and over 
the county assessors, boards of review, and equaliza- 
tion, etc. Section 9 provides that the Governor can, 
after the expiration of twelve months, discontinue the 
“Tax Supervision Department” if he is of the opinion 


that the state and its subdivision are not benefited 
enough to warrant its continuance. (Acts of Arkansas, 


1937, Act 165.) 


“Apparently the new Tax Supervision Department created 
in 1937 by Act 165 will file its report as a part of the Arkansas 
Corporation Commission Report.’—Letter dated Feb. 5, 19-40, 
from Library, University of Arkansas, Fayetteville, Arkansas 


CALIFORNIA 
Special ‘Tax Commissions 


Commission to Investigate Revenue 
and Taxation System 

In 1905 an act was passed providing for the appoint- 
ment of a joint committee of the Senate and Assembly 
to investigate the system of revenue and taxation in force 
in California and to recommend a plan for its revision, 
etc. (Statutes of California, 1905, Ch. 334, p. 390.) 

In 1907 an appropriation was made to continue the 
work of this committee. (Statutes of California, 1907, 
Ch. 203, p. 245.) 

In 1909 the Governor was authorized to appoint an 
expert in public finance to carry on with the other 
persons appointed to the Committee, the work men- 
tioned in the 1905 Act. (Statutes of California, 1909, 
Ch. 446, p. 779.) 

The work of this commission resulted in constitu- 
tional amendments being designed which were ap- 
proved by the people at the general election in 1910. 


Reports 


1906, Aug. 1, 1906, Prelim., 71 p. 

1906, Dec. 1906, Report of the Commission on Rev- 
enue and Taxation, xii+296 p. 

1910, Sept. 1, 1910, Report of the Commission on 
Revenue and Taxation, 77 p. 


Provisions for Investigation of Revenue 


and Tax System 


In 1915 the Governor was authorized to direct any 
state officer or to appoint or authorize the appoint- 
ment of any expert or other assistants as may be 
necessary to investigate the systems of taxation in 
force in California and other states. The findings 
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and conclusions of such investigations and recom- 
mendations as to changes were directed to be re- 
ported to the legislature at its January session, 1917, 
A special investigation was ordered, and reports were 
to be made on the relative burden borne by general 
and corporate property, and also on the loss of reve- 
nue by counties by the withdrawal of railroad prop- 
erty under Art. XIII, Sec. 14, of the Constitution. 
(Statutes of California, 1915, Ch. 194, p. 432.) 

This act was repealed in 1921. (Statutes of Cali- 
fornia, 1921, Ch. 286, p. 388.) 

No legislative act followed any recommendations 
of this commission. 


Report 


1917, Jan. 1917, Report of the State Tax Commis- 
sioner of California, 280 p. 


Tax Commission 

In 1927 the Governor was authorized to direct any 
state officer or to appoint persons to constitute a com- 
mission to be known as the California Tax Commis 
sion. The Governor was authorized to employ any 
experts or any other assistants as might be found 
necessary to investigate the systems of revenue and 
taxation in force in this and other states. The find 
ings and conclusions of such investigations and sug 
gested changes were ordered to be reported to the 
Governor for recommendation to the legislature at its 
January, 1929, session. It was directed that there be 
a special investigation and report on the relative tax 
burdens borne by general property values and such 
property values as are taxes by the state. (Statutes 
of California, 1927, Ch. 455, p. 781.) 


Reports 

1928, Aug. 10, 1928, Special Report, 55 p. 

1929, Feb. 1, 1929, Final Report of the California 
Tax Commission, xxiv+317 p. 

1929, Mar. .5, 1929, Final Report of the California 
Tax Commission, xxiv+317 p. 

(The 1928 report deals with Taxation of Banks, 
Corporate Franchises, Securities and Solvent Credits. 
It was printed separately and also appears as [’art 
Three of the Final Report, pages 243-291. Both of 
the 1929 reports are designated as Final Report and 
have the same contents and pagination although dated 
differently.) 


Committee on Tax Investigation 


In 1929 a committee of eight members was created 
to study the report of the California Tax Commis- 
sioner and also to study the tax problem of the state 
and counties and to make recommendations to the 
49th session of the California Legislature. This com 


mittee was charged with the duty of investigating 
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the burden of taxes borne or paid pursuant to the 
statutes of the state by the various classes of 
property in proportion to the value of such respective 
classes. The committee was directed to report on 
all of the above mat- 
ters with appropriate 
recommendations. It 
was directed to make 
public its findings 
and conclusions by 
filing a copy with the 
Governor as a public 
document between | 
November 15, 1930, | 
and December 1, 1930, 
and to submit a re- 
port to the legislature | 
during the first week 
of the 49th session. 
(Statutes of Califor- 
nia, 1929, Ch. 335, 
p. 2173.) | 








Report 

1931, Jan. 23, 1931, 
Report of Joint Leg- 
islative Committee on 
Taxation, 100 p. ! - 


wealth of Massachusetts. 


Tax Research Bureau 

\ Tax Research Bureau in the office of the State 
Board of Equalization was created in 1931 by the 
recommendation of the Joint Legislative Committee 
on Taxation. It was placed under the joint supervi- 
sion of the Governor, Director of Finance, and mem- 
bers of the State Board of Equalization who were 
empowered to prescribe the activities of this bureau 
and to employ the expert assistance necessary to 
carry out the provisions of this act. The Governor 
was directed to be chairman of this bureau. The 
duties of this bureau were to be a complete investiga- 
tion of the actual operation of systems of revenue in 
this and other states, etc. A report was required to 
be made to the people and the legislature not later 
than December 1 of each year next preceding the 
regular session of the legislature on matters of reve- 
nue, taxation, and public finance, and to make recom- 
mendations thereon. The bureau was directed to give 
consideration to the burden of taxation borne by real 
estate locally and report its findings to the legislature 
by December 1, 1932, with recommendations. (Statutes 
of California, 1931, Ch. 623, p. 1348.) 

Senate Concurrent Resolution No. 39, Stat. of Cali- 
fornia, 1933, Ch. 115, p. 3184 (filed with the Secretary, 
May 19, 1933), directed the Director of the Tax Re- 
search Bureau to prepare a special report for the 
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“7 IL IS believed that a compilation listing the published 
reports of state tax commissioners and commissions 
and of special commissions appointed by legislative 
enactment to make studies and reports relative to tax 
matters, with a summary of historical development, will 
fill a present need and prove of value, not only to those * | 
charged with the responsibility of enacting or adminis- | 
tering tax laws, but also to those interested in problems 
of taxation whose studies may lead in the direction of 
this type of original material. Apparently, such a compi- | 
lation has heretofore been lacking. Undoubtedly the vast | 
body of information and conclusions contained in reports | 
of this character includes much that reflects the experi- 
ence and judgment of men who down through the years 
| have been actually battling the problems of taxation. That 
which is set forth in the accompanying pages indicates what 
material of this nature is available and facilitates access to 
it. It is confidently hoped that its publication will be of 
real service in the field of public finance.” Henry F. Long, 
Commissioner of Corporations and Taxation, Common- 
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legislature prior to July 17, 1933, containing detailed 
information regarding the text of possible sales, excise, 
income, and other forms of tax measures, the yield 
and economical effect thereof, and other pertinent data. 
In 1933 the act cre- 
ating the Tax Re- 
search Bureau was 
repealed. (Statutes of 
California, 1933, Ch. 
954, p. 2482.) 








Reports 

1932, Dec. 1, 1932, 
| Summary Report of 
| the California Tax 
| Research Bureau, 
xiv + 165 p. 

1932, Jan. 23, 1933, 
Report of the Cali- 
fornia Tax Research 
Bureau, xvii + 304 p. 

Part I, pp. 1-165 in 
Summary Report. 

Part II, pp. 167-280. 

Index, pp. 281-304. 





Regular Tax 


Commissions 


State Board of Equalization 


The State Board of Equalization was created in 1870 
with the duties of seeing that the assessors and collectors 
of taxes perform their duty according to law and to 
examine the assessment of property in various counties 
with the power of directing such additions to or sub- 
tractions from the valuation of the property in several 
counties as will cause the assessment to be uniform. 

The Board was directed to report to the Governor 
before November 1, 1871. (Statutes of California, 
1869-70, Ch. 489, p. 714.) 

In 1870 an act was passed requiring certain state 
officers and boards who are or may be thereafter re- 
quired to make reports to the Governor or the legis- 
lature to send such reports to the Governor on or 
before August 1, 1871, and every two years thereafter. 
(Statutes of California, 1869-70, Ch. 232, p. 333.) 

In 1872 an act was passed setting forth certain 
duties of the Board and requiring it to report to the 
Governor annually. (Statutes of California, 1871-72, 
Ch. 278, p. 382.) 

The personnel of the State Board of Equalization 
was changed by acts amendatory of the Codes of 
California. The additional duty of assessing all railroad 
property was also added by this act. (21st Session of 
Legislature, 1875-76, Ch. 577, p. 11, and amendments to 
the Code of California, 1880, Ch. 40, p. 25.) 
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In 1880 an act was passed requiring that all reports 
which had to be made to the Governor or legislature 
must be sent to the Governor before October 1, 1880, 
and every second year thereafter. (Amendments to 
the Code of California, 1880, Ch. 114, p. 83.) 

In 1891 an act was passed requiring that all reports 
which had to be made to the Governor or legislature 
must be sent to the Governor before September 15, 
1892, and every second year thereafter. (Statutes of 
California, 1891, Ch. 73, p. 65.) 

In 1907 the duties of the State Board of Equaliza- 
tion were set out by statute, and one requirement was 
that the Board should report biennially to the Gov- 
ernor. (Statutes of California, 1907, Ch. 368, p. 688.) 

Statutes of California, 1911, Ch. 748, p. 1458, made 
a change in personnel. 





Reports of the State Board of Equalization 








Year Period Covered genre af No. of Report Paging 

1870-1 Apr. 4,’70-Nov. 1,’71 n.p., n.d. 48 p 

1872-3. For the yrs. 1872-3 n.p., n.d. 102 p 
Dated Nov. 1, 1873 

1874-5 For the yrs. 1874-5 n.p., n.d. 98 p 
Dated Nov. 12, 1875 

1876-7. For the yrs. 1876-7 n.p., n.d. 61p 
Dated Oct. 1, 1877 

1878-9 For the yrs. 1878-9 Sacramento, 1879 61 p 
Dated Oct. 1, 1879 

1880 For the yr. 1880 Sacramento, 1880 141 p 
Dated Nov. 1, 1880 

1881-2 For the yrs. 1881-2 Sacramento, 1882 100 p 
Dated Dec. 1, 1882 

1883-4 For the yrs. 1883-4 Sacramento, 1884 121p 
Dated Nov. 24, 1884 

1885-6 For the yrs. 1885-6 Sacramento, 1886 80+ (1) p 
Dated Nov. 1, 1886 ; 

1887-8 For the yrs. 1887-8 Sacramento, 1888 99 p 
Dated Oct. 12, 1888 

1889-90 For the vrs. 1889-90 Sacramento, 1890 92 p 
Dated Dec. 1, 1890 

1891-2. For the yrs. 1891-2. Sacramento, 1892 101 p 
Dated Oct 4, 1892 

1893-4 For the vrs. 1893-4 Sacramento, 1894 116 p 
Dated Dec. 1, 1894 p 

1895-6 For the yrs. 1895-6 Sacramento, 1896 5p 

1897-8 For the yrs. 1897-8 Sacramento, 1899 96 p 

1899-1902 For the yrs. Sacramento, 1903 81 p 
1899-1902 

1903-4 For the yrs. 1903-4 Sacramento, 1905 55 p 

1905-6 For the yrs. 1905-6 Sacramento, 1906 79 p 

1907-8 For the yrs. 1907-8 Sacramento, 1908 95 p 

1909-10 For the yrs. 1909-10 Sacramento, 1910 ; lll p 

1911 Dated Dec. 1, 1911 Sacramento, 1911 Special Report 

on Taxation 28 p 
1911-2 For the yrs. 1911-2 Sacramento, 1912 1115p 
+-snecial 

1912 Dated Jan. 13, 1913 Sacramento, 1913 Special Report 55p 

1913-4 Vor the yrs. 1913-4 Sacramento, 1914 237 p 

1914 Sacramento, 1914 Bulletin 37 p 

1915-6 For the yrs. 1915-6 Sacramento, 1916 148 p 

1917-8 For the yrs. 1917-8 Sacramento, 1918 71 p 
Dated Oct. 23, 1918 

1919-20 For the yrs 1919-20 Sacramento, 1921 78p 
Dated Nov. 20, 1920 

1921-2 For the yrs. 1921-2 Sacramento, 1923 87 p 
Dated Dec. 1, 1922 

1922 Sacramento, n.d. Special 9p 

1923-4 For the yrs. 1923-4 Sacramento, 1924 76p 
Dated Nov. 1, 1924 

1924 Sacramento, 1924 Special llp 

1925-6 For the yrs. 1925-6 Sacramento, 1926 74p 
Dated Dec. 1, 1926 

1926 Sacramento, 1926 Special 14p 

1927-8 For the yrs. 1927-8 Sacramento, 1928 129 p 
Dated Dec. 1, 1928 

1929-30 For the yrs. 1929-30 Sacramento, 1931 133 p 
Dated Dec. 1, 1930 

1931-2 For the yrs. 1931-2. Sacramento, 1933 161 p 
Dated Jan. 16, 1933 

1933-4 For the yrs. 1933-4 Sacramento, 1935 188 p 
Dated Dec. 28, 1934 

1935-6 For fiscal yrs. end- Sacramento, 1937 135 p 


ing June 30, 1935 
and June 30, 1936 
Dated Dec. 30, 1936 
For fiscal yrs. end- 
ing June 30, 1937 
and June 30, 1938 
Dated Dec. 30,1938 


1937-8 Sacramento, 1939 viii+133 p 


(To be continued in next issue) 
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Founders and Builders of the Income Tax 
(Continued from page 210) 

business men were consulted. Prominent among the 
advisers were Professors T. S. Adams and David 
Friday. Adams had been in the Treasury since 1917 
to advise on income and other tax matters and to help 
in the administration of the excess-profits tax, hence 
he was especially skillful in pointing out to congres- 
sional committees the weaknesses of the 1917 law. 

Many events conspired to delay the completion of 
the measure until 1919. For example, the estimates 
of revenue needs shifted greatly during the months 
the bill was under consideration, due, first, to increased 
war costs and also to loss of revenue from prohibition 
of the manufacture and sale of alcoholic liquors, later, 
to the drop in war needs with the signing of the 
armistice in November. The election in 1918 gave 
the Republicans a majority in the next House of Rep- 
resentatives, so they did not want the Democrats to 
impose the tax rates for the current, and particularly 
for the next, fiscal year; rather, they wanted plenty 
of money in the Treasury so that they could get the 
credit for reducing the tax burden when they came 
into power. McAdoo reminded Congress that war 
costs were not over, even if the fighting had stopped, 
yet he wanted to give taxpayers some relief from 
the heavy war-time rates. (Concluded in next issue.) 
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T OFTEN has been stated, and it cannot be de- 
] nied, that the American people have been notorious 
in their deliberate, intentional and indifferent 
exploitation of the natural resources of their great 
country, especially their minerals and timber. This 
indifference as to waste has come into being despite 
the fact that the present generation of Americans, 
following the precepts of generations in the past, 
often has voiced the principle that one should not 
waste or impair his inherited patrimony. The preser- 
vation of our natural resources most assuredly finds 
the approval of the vast majority of the citizens of the 
country, even though some of the advocates of such 
principles are more interested in the political conse- 
quence of such advocacy than the conservation angle. 


Those who advocated the principle of taxing the 
severance of the natural resources of the state gave 
forth the argument that such resources belong to the 
state, and, as a consequence, to the people of the state 
and, accordingly, one generation should not be per- 
mitted to rob a future generation of a natural heritage. 
Accordingly, if the severance of the natural resources 
was to be permitted and sanctioned, adequate taxa- 
tion covering such severance should be enacted and 
enforced so as to secure a part of the severed wealth 
for the benefit of the future of the state. The fact that 
such taxation was bound to be productive of addi- 
tional revenue, which revenue would be then available 
for political purposes also, was not voiced, and, in 
fact, seemingly has been overlooked. 


The first decade of the Twentieth Century found 
no pressing need for funds for governmental require- 
ments in the State of Louisiana. However, about the 
close of the decade, the Legislature began to look 
around in search of new sources of revenue for the 
maintenance and expansion of the activities of the 
State Government. It found that the majority of 
persons and corporations engaged in the development 
and exploitation of the natural resources of the state 
—such as oil, gas, sulphur, salt and timber—were 
backed by outside capital, or were, in fact, foreign 
corporations or individuals. It was no more than 
natural that the Legislature saw a brilliant political 





* Formerly of the New Orleans Barf now Attorney, Fohs Oil Co., 
Houston, Texas. 
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move in taxing such foreign capital for the purpose 
of obtaining additional revenue for the operation of 
the state. 


The severance tax may be defined as a compulsory 
contribution exacted by the State of Louisiana from 
persons, firms and corporations engaged in the busi- 





Leslie Moses 





ness of extracting and severing from the soil, and/or 
waters of the state, the natural resources found there- 
in and thereunder. The value and quantity of such 
natural resources are exceedingly difficult to deter- 
mine prior to their severance from the earth or water, 
and in view of such difficulty, a severance tax was 
justified from every point of view. There can be no 
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inaccuracy in the allocation of stipulated charges, either 
from an administrative or an equality standpoint, when 
the imposition of the tax is laid at the time and place 
of severance. 

The Constitutions of 1845', 1852?, and 1864° granted 
to the Legislature the right to enact taxes, and regu- 
lated the method therefor. No mention was made of 
license taxes, and, as far as can be ascertained, none 
were enacted by the Legislature. In the Constitution 
of 1868* there was a provision empowering the Gen- 
eral Assembly to levy an income tax and also a 
license tax. This was the first expression of the authori- 
ties on the question of license taxation. In the Consti- 
tution of 1879° there was a specific granting to the 
General Assembly of the power to enact license tax 
laws, with graduated amounts, and with certain ex- 
emptions from the payment of such tax, among them 
being “persons, associations of persons and corpora- 
tion. . . engaged in . mining pursuits . 
These general terms, with some slight enlargements, 
were included in the Constitution of 1898° together 
with the same exemptions. 


” 


tw FIRST ATTEMPT OF THE LEGISLATURE TO ENACT 
4 a severance tax law was in 1910’, when, by joint 
resolution of both the House and the Senate, it was 
proposed that a constitutional amendment be voted on in 
the fall elections, amending Article 229 of the Constitu- 
tion of 1898, so as to permit the Legislature to levy a 
license tax upon those pursuing the trades, profes- 
sions, callings, vocations, business, whether persons, 
associations or corporations, of severing natural re- 
sources from the soil or water. The tax rate was to 
be graduated or fixed by the Legislature according to 
the quantity or value of the product at the place where 
it was severed. At the November election this joint 
resolution was favorably voted upon by the electorate 
and became an amendment to the Constitution. 
During the same Legislature there was enacted a 
companion act*, its purpose being to create a “Con- 
servation Fund” by levying, collecting and enforcing 
payment of an annual license tax upon all persons, 
etc., pursuing the business of severing timber and 
minerals from the soil®. The act was to become effec- 
tive after January 1, 1911, in order to permit its en- 
forcement under the constitutional amendment that 
would not be passed until the fall of 1910. This was 
the first statute enacted in the state to tax the sever- 
ance of natural resources, and contained the general 
framework of all subsequent acts, although the form 





1 Art. 127. 

2 Art. 123. 

3 Art. 124. 

* Art. 118. 

5 Art. 206. 

6 Art. 229. 

T Act 154 of 1910. 

8 Act 196 of 1910. 

® Title, Act 196 of 1910. 
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and substance of the later acts changed with almost 
every meeting of the Legislature, as its experimenta- 
tion and sentiment thought best. 


While this act was not to become effective until 
1911, it was passed a number of months prior to the 
time the proposed Constitutional Amendment was 
voted upon. This immediately raised the question of 
the retroactiveness, and it was not long before the 
statute was before the court, its constitutionality be- 
ing attacked. In view of the fact that at the time of 
the passage of the act the Constitution still prohibited 
the taxation of “mining pursuits,” the act itself was 
declared unconstitutional.’° En passant, attention must 
be called to the fact that both the Etchison and Cal- 
casieu Lumber cases" held that the act was unconsti- 
tutional because the Constitution prohibited the levying 
of a license tax on “mining pursuits,’ and the sev- 
ering of oil and gas from the soil was a “mining 
pursuit.” Yet prior to these decisions the Supreme 
Court, in J. M. Guffey Petroleum Company v. Murrel'* 
held that the boring for oil was not a “mining pur- 
suit,” its reasoning being so interesting that it is 
quoted here below." 


The first valid severance tax on the production of 
oil and gas was levied under and by virtue of the 
provisions of a 1912 statute’* which was enacted in 
order to carry out the provisions of Article 229 of the 
Constitution of 1898, as amended by the Constitutional 
Amendment of 1910. The tax levied was a percentage 


10 Htchison Drilling Company v. Flournoy, 131 La. 442, 59 So. 
867 (1912); Calcasieu Long Leaf Lumber Co. v. Reid, 146 La. 77, 83 
So. 384 (1919). 

11 Supra, note 10. 

12127 La. 466, 53 So. 705 (1910). 

13 ‘Defendants in injunction in their brief maintain that at the time 
it is a matter of history, when the Constitution of 1898 was framed, 
there were no oil wells in the state of Louisiana, no profitable de- 
posits of oil were known to exist within the state, and we believe 
we are safe in saying that few or none of our citizens ever dreamed 
of the possibility of Louisiana becoming a producer of petroleum 
oil in profitable quantities. Hence, it seems to us, a conclusive 
presumption that not one of the framers of our Constitution had in 
mind any such thing as oil or the drilling of oil wells when Article 
230 was written. 

‘‘This being the case, the only possible way by which the plaintiff 
can obtain the exemption under the language used is to show con- 
clusively that the drilling of oil wells and the handling of the 
product therefrom is a ‘mining operation,’ not only in a technical or 
scientific sense, but also within the common acceptation of the term. 
* * * 

‘“‘We are decidedly of the opinion that the ‘Guffey Petroleum 
Company’ is not engaged in mining operations, and that the oper- 
ations do not come within the terms of the article of the Constitu- 
tion exempting such operations from taxation. 

“Boring for oil is not a ‘mining operation.’ Nor is the gushing 
process nor the pumping up of oil ‘mining’. ; 

‘* ‘Mining’ has been defined as a process by which useful minerais 
are extracted from the earth. This does not include the process 
whereby petroleum oil is obtained—not a mineral within the in- 
tendment of the cited article of the Constitution. 

‘Further, in regard to mining, it may be said that the art of 
mining consists of processes whereby ores or other minerals are 
obtained from the earth—minerals known as solids. They existed 
in the early dates in liquid or gaseous state—but now they are solids. 

‘‘Mineral waters are not classed as minerals; in fact, no absolute 
line of demarcation can be drawn between ordinary and mineral 
water. 

“Nor is mineral oil a mineral within the intendment of the 
article of the Constitution invoked by plaintiff. Oil does not have 
the physical properties of minerals which can be extracted by 
mining.”’ 

4 Act 209 of 1912. 
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of the value of the oil or gas or other minerals severed 
and produced. This was a change from the 1910 
statute, which placed the tax on a quantity basis of 
a certain amount per barrel or per foot. The Sheriff, 
and ex-officio tax collector, of the parish wherein the 
minerals were severed was the party to whom such 
a tax was to be paid. The State Auditor was the 
Administrator of the act and the fund collected 
thereunder. 

The state attempted, under the provisions of the 
act, to collect from the landowner a license tax,?® 
where the lands owned were under lease to an oil 
company, and the landowner had no interest, financial 
or otherwise, in the development, production and 
marketing of the oil produced. All his interest was, 
was to receive the royalty stipulated in the lease. The 
court held the act to be valid as interpreted by it, 
which was that the license tax had been imposed by 
the Legislature upon those engaged in the business 
ef severing natural resources from the soil, and the 
intent of the act clearly was to apply only to those so 
severing the resources, and that a landowner, who 
did no severing, was not liable. Not only was the act 
itself specific on this point, but had the act provided 
that the landowner could be forced to pay a license 
tax, then the act would have been unconstitutional, as 
the Legislature had no constitutional authority to levy 
such a tax, and the title to the act carried no such 
object. 


N 1913 A NEW CONSTITUTION WAS ENACTED, WHICH 
l merely repeated,’® almost word for word, the 
amended Article 229 of the 1898 Constitution. Under 
this new constitution the 1914 Legislature passed another 
severance act with respect to severance taxation’ de- 
signed “to better insure the collection of the license tax 
imposed.”'® The supervision of the act was placed in 
the hands of the Department of Conservation. A sec- 
ond act passed’® gave the police juries of the various 
parishes in the state the power to levy severance 
taxes for their own interest, provided that such taxes, 
in rate, did not exceed those levied by the state. This 
act was held constitutional in Standard Oil Company 
of Louisiana v. Police Jury of Red River Parish,?° but 
was later repealed.”? 

3y 1916 the general idea of severance taxation was 
taking form in the minds of the Legislators, and the 
1912 statute was amended”? reflecting improvements 
that were continued in later acts. The number of 
natural resources covered and taxed under the act 
Were increased, and more specific provisions with 





» State v. Stiles, 137 La. 540, 68 So. 947 (1915). 
© Art. 229, Constitution of 1913. 

* Act 41 of 1914. 

* Title, Act 41 of 1914. 

® Act 296 of 1914. 

*” 140 La. 42, 72 So. 802 (1916). 

* Section 10, Act 145 of 1916. 

2 Act 10 of 1916. 
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respect to the collection of the tax and the administra- 
tion of the act were included therein. It is evident 
from the improvements found that the idea of sever- 
ance taxation was being well received by the general 
public, and also found favor in the eyes of the Legis- 
lators. This statute was repealed and superseded by 
a later act of the same year,”* which again switched 
the supervision of the collection, this time back from 
the Department of Conservation to the State Audi- 
tor’s office. The method of taxing was also changed, 
from a percentage of value baSis to a stipulated amount 
per barrel, per foot or per ton, as the case may be. 
Acts 209 of 1912, 41 of 1914 and 10 of 1916 were 
specifically repealed.** The new act, itself, was held 
constitutional by a Federal District Court in Union 
Sulphur Company v. Reed.”® In 1918** the supervision 
of the collection was again changed back into the 
hands of the Department of Conservation, and except 
for this, no other changes were made. 

At the extraordinary session of the Legislature for 
the same year another general and comprehensive sever- 
ance tax act was passed,?” which repealed and super- 
seded all prior acts, specifically Acts 82 and 124 of 
1918 and Acts 10 and 145 of 1916.2* The supervision 
of the collection remained the same, as did the rate 
and method of taxation. 

Up until this time the returns from the enforcement 
of the acts were inconsequential. It was not until 
after the passage of the 1920 statute*® that the state 
began to realize that severance taxation would and 
could be quite productive of revenue. That year’s 
statute was of no material difference from its pre- 
decessors, either in language, structure or contents. It 
did revert to the old method of grading the tax accord- 
ing to the value of the resource severed, at the time 
of severance, and, further, it did make one striking 
change, it placed the administration of the act in the 
hands of the Supervisor of Public Accounts. The act 
was held constitutional ;*° royalty interests were held 
to be taxable thereunder," gravel was determined as 
being covered by its terms,®? in that gravel was a 


23 Act 145 of 1916. 

24 Section 11, Act 145 of 1916. 

25 249 Federal, 172 (Dist. Ct. 1918). 

26 Act 82 of 1918. 

7 Act 20 of the Extra Session of 1918. 

78 Article 11, Act 20 of Extra Session of 1918. 

2 Act 31 of 1920. 

30 Turner v. Lutcher & Moore Lumber Co., 154 La. 13, 97 So. 266 
(1923). : 

31 Shaw v. Watson, 151 La. 893, 92 So. 375 (1922). 

32 State v. Louisiana Railway & Navigation Co., 153 La. 816, 96 So. 
667 (1923) holding: ‘‘Conceding, though, that gravel is not a min- 
eral, as contended for by defendant, still it is a natural resource, 
within the purview of the article of the Constitution cited, and 
hence the General Assembly had authority to levy the tax on those 
engaged in the business of severing it, which, as we have seen, it 
did. We are, however, not prepared to admit that gravel is not a 
mineral.’’ 

But see also the opinion of the Attorney General, 1936-38, page 498, 
stating: ‘In reply, this Department advises that although shells 
have been classified as ‘natural resources,’ we fail to find any deci- 
sions of our courts holding that inorganic shells (clam, oyster, etc.) 
should be considered as minerals, nor have we been able to find any 
authorities classifying these shells as minerals.’’ 
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natural resource of the soil, and the act covered “the 
business of severing natural resources.’’** 


ROM THE FOREGOING IT IS BOTH JUSTIFIABLE AND 
F plausible to state that the Legislature definitely had 
been experimenting with severance taxation, from every 
standpoint. Whether it had, up to now, reached any 
forward point of progress is difficult to say. Basically, 
the acts themselves show progress in the right direc- 
tion. They showed considerable thought and prepara- 
tion, and contained sufficient qualifications to pass the 
test of constitutionality by the courts, and justifica- 
tion by the people. Unfortunately, every session of the 
Legislature, both regular and extraordinary, wanted 
to do something to the statute, either amend, or re- 
enact, or repeal, or change any and sometimes all of 
the provisions of the prior enactment. The idea seems 
to have been that any change, regardless of impor- 
tance, and regardless of whether it was justified by 
experience, was “progress” in clarifying the situation. 

It is of considerable interest to note that from 1910 
to 1920, inclusive, the severance tax administration 
was shifted successively from one administrative body 
to another. Under the 1910 statute the reports were 
to have been made to the Secretary of State—the 1912 
statute required the tax to be paid to the Sheriff, and 
ex-officio tax collector—and the administration of the 
act was in the hands of the State Auditor. The 1914 
act, which placed the supervision and administration 
of the act in the hands of the Department of Conser- 
vation, evidently failed to accomplish anything, be- 
cause in 1916 the administration was again shifted 
back to the hands of the State Auditor, (who, by the 
way, had the power to call upon the Supervisor ot 
Public Accounts for assistance). In 1918 it was again 
shifted back to the Department of Conservation, and, 
finally, in 1920, was placed in the hands of the Super- 
visor of Public Accounts, who had full and complete 
charge of both the collection and administration. One 
can but surmise as to whether these changes were 
based upon sound economic reasons, or upon hap- 
hazard or political reasons. The most logical and 
reasonable interpretation of the many changes, as 
well as the fairest, was that the Legislature was defi- 
nitely experimenting with the administration of the 
act, and desired to give every logical department an 
opportunity to show whether it was the proper depart- 
ment to handle the matter. It desired to make the 
administration of the act as satisfactory as possible, 
and also to increase the revenue derived thereunder. 

Up to now the oil and gas companies had made no 
concerted effort, either to defeat such a tax, or to 
minimize the rate. When John M. Parker became 
"8 See Liberty Central Trust Co. v. Gilliland Oil Co., 279 Fed. 432 


(D. C. 1922), and McFarland v. Hurley, 286 Fed. 365 (C. C. A. 
1923). 
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governor-elect in 1920, the first real fight arose. A 
Constitutional Convention was called for 1921, and 
Parker felt that the matter of severance taxes would 
be an important one both at the convention and at the 
session of the Legislature that would follow it. Ac- 
cordingly, he endeavored to formulate his plans for 
the handling of the situation by calling together the 
leaders of the oil industry in the state and trying to 
get from them an expression of opinion as to the 
method, and means of enacting and enforcing a fair 
and equitable severance tax statute, and the rates to 
be provided for therein. He met with little or no 
success. They were too far apart in their ideas, too 
much difference between what he thought the state 
should have and what the oil companies representa- 
tives believed the oil companies should accept. To add 
to the difficulty, the parish authorities sent their rep- 
resentatives with requests that certain portions of the 
severance tax funds be allocated to the parish from 
which the natural resource was severed and that the 
rate be increased. Further some members of the 
Convention felt that the Constitution should stipulate 
the amount of the tax, and the method of allocation. 
After a considerable number of conferences, a com- 
promise was reached and inserted in the Constitution 
in the form of Section 21 of Article 10.%* 


COMPROMISE ARTICLE PROVIDED FOR THE 


HE 
eae of a tax statute covering natural resources 
severed from the soil and water, to be paid propor- 
tionately by the owners of the resource at the time of the 
severance. The tax could be levied either on a quantity 
or a value basis. The individual parishes and local 
authorities could not levy a similar tax, and the 
Legislature had the sole right and power to fix and 
determine, by properly enacted laws, the rate, method 
of taxation and collection, and the administration of 
the act. As a compromise to the parishes a portion of 
the taxes would be allocated to the parish from which 


34 Section 21, Article 10 of the Constitution of 1921 reads as follows: 

‘Section 21. Taxes may be levied on natural resources severed 
from the soil or water, to be paid proportionately by the owners 
thereof at the time of severance. Such natural resources may be 
classified for the purpose of taxation and such taxes predicated upon 
either the quantity or value of the product at the time and place 
where it is severed. No severance tax shall be levied by any parish 
or other local subdivision of the State. 

‘‘No further or additional tax or license shall be levied or imposed 
upon oil or gas leases or rights, nor shall any additional value be 
added to the assessment of land, by reason of the presence of oil 
or gas therein or their production therefrom. Provided, that until 
the Legislature shall have enacted laws carrying into effect the pro- 
visions of this section, all existing laws relating to severance taxes 
or licenses, and to the assessment and taxation of land producing 
oil or gas shall be and remain in full force and effect. Notwith- 
standing any legislative appropriation heretofore made or any allo- 
cation in this Constitution made, the Legislature shall allocate 4 
portion of the severance tax on oil or gas not less than one-fifth of 
the amount collected therein to the parish from within which such 
tax is collected; provided, that the amount thus allocated shall not 
exceed two hundred thousand dollars ($200,000) to any parish in any 
one year. 

‘‘The Legislature shall provide for the distribution of the funds 
allocated to the parishes under this provision among the governing 
authorities having jurisdiction over the territory from within which 
such resources are severed and tax collected.’’ 
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the tax was collected, but no additional taxes could 
be levied or imposed upon oil and gas rights, nor 
could any additional value be placed on land assess- 
ments by reason of the discovery of oil or gas beneath 
them. 

As a result, all parties to the controversy had some 
feeling of victory. The Governor won in that the 
Constitution permitted, in fact empowered the Legis- 
lature to fix the tax, and did not take such a burden 
upon itself; the parishes felt somewhat satisfied be- 
cause a portion of the taxes were re-allocated to them ; 
and the oil companies were successful in obtaining a 
“lieu” tax. 


Y REASON OF THE ENACTMENT OF THAT ARTICLE OF 
B the Constitution it became necessary to revamp the 
entire set-up with respect to severance taxation. It is 
the general feeling that the 1922 act*®® represented the 
most important step forward, and is, without a doubt, 
the best example of severance tax legislation ever en- 
acted. Its construction, minute specifications as to 
methods and means of administration, all inclusive- 
ness of the “natural resources” of the state, showed 
vast improvement. That it would be productive of 
considerable additional revenue to the state seemed 
certain. The Supervisor of Public Accounts remained 
in charge of its enforcement and administration, al- 
though the sheriff of the parish was the collector of 
the tax. The tax rate was based upon a percentage 
of the value of the product severed, rather than upon 
a quantity basis of a stipulated price per barrel, or 
foot or ton, as in the prior act. The administrative 
features were, on the most part, similar to those in 
the prior act, and while almost all types of “natural 
resources” were covered, still some were omitted.*® 

While the oil companies seem- 
ingly were satisfied with the provi- 
sions of the Constitution, they did 
not wait long to test the constitu- 
tionality of the act. In 1923, its 
constitutionality was upheld*’ and 
the type of tax was defined as “A 
severance tax, even though it is 
measured by the value of the prop- 
erty severed, is not a property tax; 
it is an excise tax upon the privi- 
lege of severing. .” The 
decision was affirmed by the Supreme 
Court of the United States.** 

The next vital question arising 
under the act concerned who was to 
pay the tax. This, of necessity, 


*% Act 140 of 1922. 

* Infra, notes 57 to 62 inclusive. 

* Gulf Refining Company v. McFarland, 154 
La. 263, 97 So. 433 (1923). 

8 264 U. S. 573, 68 L. Ed. 856, 44S. Ct. 402. 
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arose in controversies between the lessor and lessee, 
although the state, in some instances was the party 
raising the question.*® The first and most important 
of such cases gave such an erudite and scholarly 
opinion, that it is of value to quote at length, viz.: 

“In our opinion, Act No. 140 of 1922, very clearly lays the 
ultimate burden of said tax upon the person or persons who 
become the owners of said natural resources immediately 
upon their severance from the soil. See sections 1 and 7. And 
it matters not whether the person who does the actual sever- 
ing from the soil must account to such owner in kind or in 
money. And the real question in connection with any mineral 
lease, as to who is ultimately to pay the tax to the state, is 
whether the owner of the soil retajns the ownership in whole, 
or in part of the product severed, to be delivered in kind or 
accounted for in money, or is merely to receive monied con- 
sideration for the privilege of severing the product from the 
soil, in which latter case the product belongs to the one by 
whom it is severed. 

“This distinction is perfectly clear. Thus, if a landlord leases 
a plantation, in consideration of half the crop to be grown, 
the landlord and tenant own the crop in common; but, if the 
landlord leases the plantation in consideration of $1.00 to be 
paid him for each bale of cotton grown, then all the cotton 
belongs exclusively to the tenant, who simply owes the land- 
lord $1.00 for each bale grown.”” . 


This particular case involved the tax on gravel severed. 
In Wright v. Imperial Oil and Gas Products Co.*! the 
same question arose, involving gas. The Brewer 
case*” was cited with approval, and followed in deciding 
that under the usual contract of lease the gas belongs 
both to the lessor and lessee, and each was liable for 
his proportionate part of the severance tax. The 
Wright case has since been upheld in both state and 
federal courts.** 


39 Hinkle v. Grosjean, 181 La, 175, 159 So. 314 (1935). 

40 Brewer v. Forest Gravel Co., 172 La. 828, 135 So. 372 (1931). 

41177 La. 482, 148 So. 685 (1933). 

42 Supra, note 40. 

43 Sartor v. United Carbon Co., 183 La. 287, 163 So. 103 (1935); 
State v. Hope Producing Co., 167 So. 506 (Ct. of App. 1936); Sartor v. 
United Gas Public Service Co., 186 La. 555, 173 So. 103 (1937); Roberts 
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The act clearly states that the owner of the mineral 
at the time of the severance from the soil must pay 
the severance tax. As has been stated, the early cases 
held that in determining whether the royalty owner 
must pay the tax the lease contract must be consid- 
ered and the intent of the parties taken into considera- 
tion.*4* Because of the fact that royalty has been 
designated as “rent” in some of the cases*® it has 
been urged that the royalty owner did not own the 
minerals at the time of severance and was accord- 
ingly not responsible for the severance tax. Now, 
however, it is well established that the royalty owner 
owes his proportionate part of the severance tax*® 
regardless of whether he receives his royalty in kind 
or in money.** The fact that royalty has been called 
“rent” makes no material difference.** 


HE EVER VACILLATING LEGISLATURE WAS NOT 
aan with this piece of legislation, and so, in 
1928*° it amended its work, and again changed the basic 
method of determining the tax rate. The quantity prin- 
ciple replaced the value principle. Instead of a charge 
of a certain percentage of the value of the resource 
severed, the statute imposed a tax of so much per 
foot, per barrel or per ton depending upon the product 
so severed. With respect to crude oil, the per barrel 
charge was on a sliding scale, graded according to 
the gravity of the oil produced. The oil companies 
operating in North Louisiana felt that this provision 
was discriminatory, and favored the operators in South 
Louisiana, where the oil was of various gravities. 
Accordingly, they attacked the statute in the court 
in order to set out and properly protect their interest. 
The act was attacked as being unreasonable and dis- 
criminatory, as depriving the companies of their rights 
and not affording them equal protection under the 
Fourteenth Amendment to the Constitution of the 
United States, and as being action on the part of 
the Legislature exceeding the authority granted to it by 
the Constitution of the State of Louisiana. In a pro- 
tracted lawsuit all questions were resolved in favor 





#8 Continued— 

v. United Carbon Co., 78 F. (2d) 39 (C. C. A. 1935); Arkansas Na- 
tural Gas Co. v. Sartor, 78 F. (2d) 924 (C. C. A. 1935); Brown v. 
United Gas Public Service Co., 28 F. Supp. 704 (D. C. 1939). 

“ Waller v. Commissioner of Internal Revenue, 40 F. (2d) 892 
(C. C. A. 1930); Brewer v. Forest Gravel Co., supra, note 40; Wright 
v. Imperial Oil and Gas Co., supra, note 41; Hinkle v. Grosjean, 
supra, note 39. 

* Board of Commissioners v. Pure Oil Co., 167 La. 801, 120 
So. 323 (1929); Roberson v. Pioneer Oil and Gas Co., 173 La. 313, 
137 So. 46, 82 A. L. R. 1264 (1930); Shell Petroleum Corp. v. Cal- 
casieu Real Estate Co., 185 La, 751, 170 So. 785 (1936). 

4 Supra, notes 39, 40, 41 and 43. 

Wright v. Imperial Oil & Gas Co., supra, note 41. 

“The Louisiana courts have defined ‘“royalty’’ as: (1) rent, 
supra, note 45; (2) a servitude, Myers v. Cooke, 175 La. 30, 142 So. 
790 (1932); Brown v. Gajan, 175 So. 486 (Ct. of App. 1936); (3) con- 
sideration; Waller v. Commissioner of Internal Revenue, supra, note 
44; Harold v. Commissioner of Internal Revenue, 42 F. (2d) 942 (C. 
C. A. 1930); Wilkins v. Nelson, 155 La. 807, 99 So. 607 (1924); Smith 


v. Sun Oil Co., 165 La. 907, 116 So. 379 (1928). See also Vincent v. 
Bullock, 192 La. 1, 187 So. 35 (1939). 


* Act 5 of 1928. 
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of the State of Louisiana by the Supreme Court of 
the United’ States.*° It was held that a classification 
according to gravity could not be regarded as wrong, 
and was not palpably arbitrary. Further: 


“The states have wide discretion in the imposition of taxes. 
When dealing with their proper domestic concerns, and not 
trenching upon the perogatives of the national government 
of violating the guarantees of the Federal Constitution, the 
states have the attributes of sovereign powers in devising 


their fiscal systems to insure revenue and foster their local 
interests.” 


Also in 1928 there was created in the office of the 
Supervisor of Public Accounts a Severance Tax De- 
partment, to operate under its direct supervision. In 
1932 this Severance Tax Department had become so 
large and unwieldly that it became necessary to divide 
it into two units, one solely for the handling of the oil 
and gas matters of the department, and the other to 
handle all other severance tax matters. In 1934°! the 
1928 statute was again amended so as to take out of 
the hands of the parish sheriffs the collection of the 
severance tax, and place it in the hands of the Super- 
visor of Public Accounts. 


As will be hereinafter shown* the Legislature still 
could not permit the law to remain in force any con- 
siderable length of time without making some change 
in it. Each session, almost, had to have something to 
do with the law, and at the second extraordinary 
session for the year 1935°* the entire act was again 
renovated. The rate of taxation was changed, certain 
methods of collecting were altered, and the distribu- 
tion of the proceeds was rearranged. The Supervisor 
of Public Accounts was left in charge of the collec- 
tion, enforcement and administration of the provisions 
of the act. The rate was again changed in 19306." 


50 Ohio Oil Co. v. Conway, 28 F. (2d) 441 (D. C. 1928); 34 F. (2d) 
47 (C. C. A. 1928); 279 U. S. 813, 73 L. Ed. 971, 49 S. Ct. 526 (1928); 
281 U.S. 146, 74 L. Ed. 775, 50S. Ct. 310 (1930). 

51 Act 5 of the Third Extra Session of 1934. See also Act 131 of 
1934, which provided that the drilling permit fee of $50 per well 
could be deducted from the severance tax due if the well produced. 
However, this was repealed by Act 78 of 1936. 

52 Infra, note 56. 

53 Act 24 of the Second Extra Session of 1935. 


53a Act 119 of 1936. Section 2. Taxes on natural resources severed 
from the soil or water, as levied by Section 1 of this Act, shall be 
predicated on the quantity severed and shall be paid at the follow- 
ing rates: 


1. On cypress timber, twenty-six (26) cents per thousand feet, 
log scale. 

2. On pine timber, twelve cents (12) per thousand feet, log scale. 

3. On ash and hickory timber, twenty-four (24) cents per thou- 
sand feet, log scale. 

4. On cottonwood, red gum, magnolia, oak, poplar and sycamore 
timber, twelve (12) cents per thousand feet, log scale. 

5. On tupelo gum, black gum and sap gum timber, seven cents 
(7) per thousand feet, log scale, and on all other hard woods ten 
(10) cents per thousand feet, log scale. 

6. On turpentine, (crude gum) ten cents (10) per barrel of 400 
pounds. 


7. (a) On oil of 28 gravity and below, four (4) cents per barrel 
of 42 gallons. 

(b) On oil above 28 gravity and not above 31 gravity, four and 
one-fourth (414) cents per barrel of 42 gallons. 

(c) On oil above 31 gravity and not above 32 gravity, five (5) 
cents per barrel of 42 gallons. 


(d) On oil above 32 gravity and not above 36 gravity, eight (8) 
cents per barrel of 42 gallons. 
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However, in 1936°* the office of the Supervisor of 
Public Accounts was abolished and that office divided 
and replaced by the Collector of Revenue and the 
Supervisor of Public Funds. In 1938°° the adminis- 
tration of the act, the collection of the tax and the 
enforcement of its clauses was placed in the hands 
of the Collector of Revenue. Under the system now 
in vogue, the Collector of Revenue has charge of the 
revenue tax divisions formerly under the supervision 
of the Supervisor of Public Accounts. The audits of 
his department, as well as all political subdivisions, 
are under the supervision of the Supervisor of Public 
Funds. The receipts under the act are passed through 
the office of the State Auditor, and all disbursements 
are made by the State Treasurer. Thus operates the 
administration of the tax at the present time, but it 
is problematic as to how long this will continue.*® 


53a Continued— 
(e) On oil above 36 gravity and not above 43 gravity, ten (10) 
cents per barrel of 42 gallons. 


(f) On oil above 43 gravity, eleven (11) cents per barrel of 42 
gallons. 


8. On gas, three-tenths of one cent (3/10ths of 1¢) per thousand 
cubic feet, measured at ten ounce (10 oz.) pressure. Provided, that 
all of said tax on natural gas (less the parish portion) except the 
equivalent of one-fifth of one cent (1/5th of 1¢) per thousand cubic 
feet, measured at ten ounce (10 oz.) pressure, is hereby dedicated 
and shall be paid by the Treasurer as follows: To the maintenance, 
support and improvement (including buildings) of the educational, 
charitable and correctional institutions of the State and to the State 
Capitol, to be apportioned by the Governor. 

9. On sulphur, two dollars ($2.00) per long ton of two thousand, 
two hundred forty pounds. Provided, that all of said tax on sulphur 
(less the parish portion), except the equivalent of sixty (60) cents 
per long ton of two thousand two hundred and forty pounds, is 
hereby dedicated and shall be paid by the Treasurer as follows: To 
the maintenance, support and improvement (including buildings) of 
the educational, charitable and correctional institutions of the State 
and to the State Capitol, to be apportioned by the Governor. 

10. On salt, four (4) cents per ton of two thousand pounds. 

11. On coal, five (5) cents per ton of two thousand pounds. 

12. On lignite, five (5) cents per ton of two thousand pounds. 

13. On ores, five (5) cents per ton of two thousand pounds. 

14. On marble, ten (10) cents per ton of two thousand pounds. 

15. On stone, one and one-half (1%) cents per ton of two thou- 
sand pounds. 

16. On gravel, one and one-half (114) cents per ton of two thou- 
sand pounds. 

17, On sand, one (1) cent per ton of two thousand pounds. 

18. On shells, one and one-half (1%4) cents per ton of two thou- 
sand pounds. 

This statute is the one now in force. 


Pas Act 69 of 1936, being a joint resolution proposing a Constitu- 
tional Amendment, approved by the electorate at the election of 
November 3, 1936. 


*® Act 403 of 1938. 


Income Tax Collections 


Income tax collections deposited by Collectors 


amounted to $621,448,616.25 for the period March 1 


to 20, 1940, inclusive, Commissioner of Internal Reve- 
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All prior discussions have been with reference to 
the general severance tax laws of the state, covering 
oil, gas, salt, sulphur, timber, and the like. The Legis- 
lature, from time to time, has felt that the coverage 
in these general acts has not been sufficient to take 
care of other natural resources, requiring specific 
statutes, and has proceeded to enact other statutes, 
especially on wild life and fish. 


In 1920° a severance tax was levied on the business 
of taking skins and hides from wild fur-bearing ani- 
mals and alligators, the constitutionality of which was 
upheld in Lacoste v. Department of Conservation.®® The 
shrimp industry,®® as well as the oyster industry,® 
had severance taxes levied upon it. The extraction or 
production in solution of brine was taxed,® and the 
fish industry was placed under a similar severance tax 
statute.®” 


56 The 1940 Session of the Legislature meets in May, 1940. What 
action it will take with respect to severance taxation is not known. 
To date the chronological order of severance taxation statutes and 
amendments, exclusive of statutes relating to specific ‘‘natural re- 
sources’’ is as follows: 


Act 154 of 1910 Act 5 of 1928 

Act 196 of 1910 Act 100 of 1928 

Act 209 of 1912 Act 63 of 1932 

Act 41 of 1914 Act 53 of 1934 

Act 296 of 1914 Act 5 of 1934 (3rd Ex. Sess.) 
Act 10 of 1916 Act 24 of 1935 (2nd Ex. Sess.) 
Act 145 of 1916 Act 119 of 1936 

Act 82 of 1918 Act 153 of 1936 

Act 124 of 1918 Act 301 of 1936 

Act 20 of 1918 (Ex. Sess.) Act 395 of 1938 

Act 31 of 1920 Act 403 of 1938 

Act 140 of 1922 


Attention is also called to several opinions of the Attorney Gen- 
eral of the State of Louisiana on the question of severance taxation, 
which opinions, while not of any judicial value, lend some light on 
the interpretation of various points that might be raised. 

a. State, parish and municipal authorities must pay their propor- 
tion of the severance tax as well as any one else. Op. Atty. Gen. 
1936-38, page 1322; also page 1330; Op. Atty. Gen. 1932-34, page 
793, also page 794, 

b. Earth removed for the purpose of making bricks is not subject 
to severance tax, nor is it if it is used as ballast for railroad tracks, 
Op. Atty. Gen., 1922-24, page 764. 

57 Act 135 of 1920. 

58 151 La. 909, 92 So. 381, 263 U. S. 545, 44 S. Ct. 186, 68 L. Ed. 437. 

59 Section 10 of Act 103 of 1926 levied a tax on the business of 
catching shrimp; Section 12 levied an additional tax on the trade of 
drying, canning or selling in their fresh state. The collection 
of taxes due thereunder was placed in the hands of the Department 
of Conservation by Act 61 of 1932. The tax statute was amended by 
Act 50 of 1932, Act 193 of 1934 and Act 10 of the Extra Session of 
1940. 

6 Sections 10 and 13 of Act 258 of 1926, amended by Act 67 of 1932. 
The collection of this tax was also covered by Act 61 of 1932, supra, 
note 52. The business of shipping both shrimp and oysters outside 
of the State of Louisiana was taxed by virtue of Act 134 of 1932. 

* Act 72 of 1932. 


& Act 68 of 1932 as amended by Act 116 of 1934. 


nue Guy T. Helvering has announced. In the com- 
parable period of a year ago, March 1-20, 1939, inclusive, 
deposits of income tax collections were $473,122,052.39. 
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We Want to Know 

Recently a query came to us from a lawyer whom 
we'll designate as Mac. He wanted to know if 10% 
depreciation on his law library was excessive or too 
low—what were the rulings on it? Naturally we 
turned to the famous Bulletin F; and the now much 
discredited “Preliminary Study of Depreciation 
Rates” published by the Treasury in January, 1931. 
(401 CCH  § 217.277 and { 219.) 

The former admitted that depreciation was allow- 
able. But the latter, though we studied it diligently, 
showed nothing under books or libraries. We searched 
the table of rates gleaned from cases, and found noth- 
ing. Then we dug into an old study published in 1928. 
There we found professional libraries, unclassified, 
at 1%. Weare sure this was a misprint for 10%. But 
physicians’ books were rated at 20%. This seemed 
quite logical. Medicine and surgery are far more in 
a state of flux than any other profession. The obso- 
lescence factor in its literature is high; while law 
libraries, up to this year, tended in part to enhance 
in value. 

Mac’s library is not as large as some we have seen. 
He takes pride in the fact that as to the State of New 
York and the United States, his appellate decisions 
are complete. Of course, now that the U. S. Supreme 
Court reverses itself, and the N. Y. Court of Appeals, 
with the utmost sang froid and no apologies, the value 
of old decisions is seriously impaired. Why reason 
out what the law is, when the last guesser is a law 
unto itself, with no appeal save an unthinkable revo- 
lution? 

Now to get back to Mac’s query. We deduce that 
no cases involving a law library were allowed to 
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reach the Board of Tax Appeals because the lawyers set- 
tled them across the conference table. Certainly there 
must be some of our readers who have had rates 
established for them by stipulation, who are willing 
to share their knowledge with their brethren. Will 
they tell us—in confidence as to their names—what 
their experience has been? We will publish the 
results. 





However our research was not barren of results. 
We got a big laugh out of finding “Rescue Helmets” 
under—now hold your breath, not mining equipment 
—but OFFICE EQUIPMENT. We admit our favor- 
ite cigars have brought threats from our office asso- 
ciates to buy a gas mask and charge it to us. But a 
rescue helmet—! Maybe the compiler of the list had 
just been at a Senate filibuster at that! 

Upon further reflection, Mac’s library isn’t so good. 
Not that we object to codperating with lawyers. But 
how can a lawyer practice today without a tax service? 
Answer us that too! 


We're Telling You 


Many months ago we introduced into our Shop- 
talkers a character named Ira; the name derived from 
the initials of Internal Revenue Agent. So many of 
our readers want to know why he has not reappeared 
that we make answer herewith. It is that Ira won't 
talk. He’ll sometimes talk, but it’s strictly off the 
record; he won’t be quoted, even anonymously. We 
could write a page about the whys and wherefores 
of this attitude, but we understand and respect it. 
Hence his failure to reappear. 

We also will try to answer a question as to wh) 
so many of this magazine’s contributors are from New 
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York. Reliable estimates put one third of the public 
accountants of the nation within thirty miles of Grand 
Central. This is practically established for the certi- 
fied men; hence it follows that the uncertified will 
be in about the same proportion. 

We have no figures on lawyers but there is a 
disproportion there too, though not as great. The 
financial capital of the country, maybe the world, is 
New York. Hence taxes are largest, and tax prac- 
titioners most numerous. You may note that Chicago 
logically takes second place. 

We welcome any contributions from the smaller 
cities. Certainly the small states do not lack inter- 
esting cases! Take Arizona CT § 1525. There, the 
Attorney General held that “where a lawyer who is 
also engaged in farming receives a piece of land in 
payment of a professional fee, reporting the amount 
thereof as income, and subsequently sells it for less 
than the amount, no deduction may be taken for tax 
purposes for the loss occasioned.” 


Cases 


For a nice example of old style “finagling” read 
the facts in the Hamlen.case (404 CCH { 9227). The 
Massachusetts District Court on January 31, refused 
to let her get away with certain stock losses. She has 
our sympathy. 

Another snail case is that of National Paper Products. 
On February 8, the Circuit Court of Appeals, Ninth 
Circuit, decided a case arising from a 1917 deficiency, 
paid in 1927 on a 1924 assessment. 

Rushing in where angels fear to tread, we publish 
our own conclusions in the McGee case which the 
Western District of Missouri Court decided against 
the taxpayer on Sept. 20, 1939 (404 CCH f 9238): 

1. The payments were hardly necessary and most extraor- 
dinary. 


2. The taxpayer was correct in taking them as a bad debt 
in 1936. 


We wish him luck on appeal. 


* * * 


A trifle less annoying than the Smith case (403 
CCH ¥ 7111) but still plenty distressing is the Wilson 
case, 41 BTA —, No. 66 (403 CCH § 7214). These 
parents attempted to take a dependency credit for an 
unborn child. That is understandable as ignorance 
of the law. But when the Commissioner properly 
disallowed it, they were so ill-advised as to appeal it. 
Even if they were in the fifty-one percent surtax 
bracket, the costs must have exceeded possible re- 
covery. The remedy was, and is, an appeal to Con- 
gress. 
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Courses 


Leo Mattersdorf, in collaboration with Jacob Ben- 
nett, is giving a course in New York State taxation 
beginning March 22. 

On March 21, the Federal Bar Association held its 
annual Income Tax Symposium at the Federal Court 
House. Miss M. L. Walker, and Messrs. Paxton Blair 
and G. E. Cleary were the principal speakers. 


* * * 


The following editorial appeared in the New York 
Times for March 4: 


“Every year the government offers to help people who are 
making out their income tax returns, and every year thou- 
sands of harried citizens, struggling with the intricacies of 
the official schedule, fail to take advantage of this offer. Yet 
during the first half of this month deputy collectors and 
agents of the Internal Revenue Bureau are stationed at 
convenient locations in all parts of the city, including many 
banks and department stores, ready to solve doubts and even 
to simplify the knottier problems of arithmetic. 


“Why is the taxpaying public so shy? The larger payers 
can afford their own experts. The smaller payers, following 
their natural instinct toward disagreeable duties, usually put 
off making their returns until the last minute. Almost invariably 
they encounter unexpected difficulties, fail to credit them- 
selves with exemptions to which they are entitled and, in 
many cases, interpret the law against themselves merely to 
be on the safe side. This is unnecessary. The government 
agents are helpful and accommodating. Their advice is 
honest, unbiased and worth seeking.” 


Many agents are very cooperative. Others, sub- 
jected to days of answering questions which to them 
are so elemental as to appear foolish, do not always 
control their impatience. In that, they have our 
sympathy. But “unbiased” is hardly the word. These 
men are trained as tax collectors. When it comes to 
telling a taxpayer that the exemption for a single 
man is $1,000 they cannot go wrong. But on any 
moot point (and you readers know there are plenty) 
they just cannot, under their oaths of office, give the 
taxpayer a break. 


Hobby 


On our initial appearance herein we asked readers 
to report their hobbies. Few of them did so. But we 
just learned of one; that of Prof. F. C. Jeffry, a New 
York lawyer. His hobby is old violins. Not collecting 
them, though he owns and plays one; but learning 
their history; trying them; exhibiting them. He lec- 
tures to churches, bar groups, and in fact anyone who 
will listen to him. We heard him February 26, and 
enjoyed doing so. 


Army and Navy Note 


All officers in the insular service will be vitally 
interested in J. T. 3348 (403 CCH J 6167), where it is 
held that pay does not become income from sources 
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within the United States because a man in the Philip- 


pines allots it to a bank or insurance company in 
the United States. 


Live and Learn Department 


A lawyer named Ess Ee contributes this: 


“I have a client whose income, when you combine federal 
and state income taxes, reaches the fifty-nine percent bracket. 
Naturally a man with such an income can indulge some very 
pleasant pastimes. His is collecting. When I completed his 
tax return this year he told me, ‘I’m going to cancel my 
insurance on my collections’. And when I asked in amaze- 
ment ‘WHY?’ he answered to this effect. The government 
is going to carry the insurance. A total loss of the collections 
is impossible. Part of them are in the country home; part 
in the city; and some of the smaller, but most valuable items 
adorn his office. Any partial loss could be deducted under 
item 16 on Form 1040 and result in a tax saving far greater 
than the cost of the insurance.” 


Washington DeCeased 


For over twenty-three years it has been our ambi- 
tion to have a good job in Washington, so that we 
could live there. Our definition of a good job involves 
political considerations, so, since politics aren’t dis- 
cussed in this Shop, we won’t go into that. But we 
have just decided that, no matter how much we want 
to live there, we don’t want to die there, for the Navy 
Mutual Aid Association has informed us that there 
is a graduated tax on the proceeds of life insurance 
over $5,000. Take our advice; if you get seriously 
sick in the nation’s capital, get yourself across the 
District line, pronto. 

x * * 

Quote from the opinion of Member Harron, B. T. A., 
in the Seavey and Flarsheim case, 41 BTA —, No. 30 
(403 CCH J 7178): 

“The pleadings and the briefs represent greatly belabored 
straining of theories conceived in confusion. One misdirected 
argument after another by counsel for one party has brought 
forth equally misdirected reply arguments from counsel for 
the other party. Counsel for each party verily misses the 
forest for the trees.” 

* x x 

To Mr. Richardson of the Journal of Accountancy 
who conducts that delightful department “This 
Blessed Language” we commend the following from 
the case of the Oliver Mining Co., (Minnesota CT 
J 18-032) : 

“The word ‘may’ as it appears in the last sentence of subsec- 
tion (c), Chapter 405, Laws of 1933 must be read as ‘shall’. 


The word ‘may’ is mandatory and the Commission has no 
discretion.” 


Anybody Hit This Yet? 


The Social Security Act, being a relatively new 
statute, is not well adjudicated. Only recently a new- 
comer to our Shop raised a point new to all who heard 
it. The amount deducted from an employee’s wages 
is specifically classed as an income tax. I. R. C. Sec. 
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1400 (1 CCH § 7266). But the corresponding tax on 
the employer is defined as an excise tax. I. R. C. 
Sec. 1410 (1 CCH { 1286). Likewise the Unemploy- 
ment Tax, I. R. C. Sec. 1600 (1 CCH { 7700). 

This results in a curious conflict of jurisdiction. 
The Board of Tax Appeals has jurisdiction over in- 
come taxes, but not over excise taxes. So let us 
assume that an employer is delinquent, or alleged 
to be, in paying his social security taxes. As to the 
excise portion he can get a conference, and, if unsuc- 
cessful, his only recourse is to pay and sue for refund. 
But as to the deduction from employee’s wages, he 
might file a petition with the Board of Tax Appeals. 
To date we have noted no such appeals. Do you 
know of any? Do you think they would be accepted? 

— 

Herewith is reprinted from the New York Times our 

prediction for the Yankees this year: 


“All this talk about the Yanks as a sure thing needs defla- 
tion. I’m a Yankee rooter and have been for years, so many 


years that I once saw Jack (Flea) Warhop catch Ty Cobb 
off first. 

“T wouldn’t mind if they won fifteen pennants. But I don’t 
believe they will. There are two laws that even Congress 
can’t repeal and even Mr. Roosevelt’s Supreme Court can’t 
declare unconstitutional. They are the laws of gravity and 
averages. 

“The Yanks have been up for a long time and what goes up 
must come down. The law of averages indicates the same 
thing. The Yanks may win the American League pennant 
but, if they do, it will be almost impossible for them to take 
the world series too.” 

* * * 


The Shoptalker acknowledges with deep and sin- 
cere thanks, the receipt of an autographed copy of 
Fifty Years of Accountancy by Robert H. Montgomery. 
This 679-page volume, printed, as are all of Mont- 
gomery’s other works, by the Ronald Press, is sure 
to become one of the professional classics. We expect 
to have a lot of pleasure reading and rereading it. 


The Tax Talkers 


“TI don’t know when or where I first heard it,” said 
Oldtimer, “but there is constant truth in it.” 

“In what?” interrupted the Kid. “Play your ace, 
Oldtimer!” 

“That if you want to get something done, ask a 
busy man to do it.” 

“One of the eternal verities,” said Philo. “And it’s 
true of both sexes too. I swear my home is better 
cared for when Mrs. Philo is doing the most on the 
outside.” 

“You’ve got something there,” said Dash. “But 
isn’t there usually an awful let down after the church 
bazaar or bridge club has had its meeting?” 

“T’m afraid so,” replied Philo. 

And Oldtimer resumed, “I meet so many men in 
my profession who insist they have not the time to 
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read current literature, attend meetings and otherwise 
keep up to date and in circulation. I admit there are 
times when it is difficult; almost impossible. I recog- 
nize the stress of modern living. I know that the man 
who has arrived and can delegate details to secretaries 
and juniors is better off than the man who has to get 
along as best he can without them. I realize that 
recreation is necessary for efficiency. And yet—” 

“Say, that is a speech,” said the Kid. 

“the man who gets there found time on the 
way up to read papers, even write them, work on a 
charity drive, attend professional meetings, and do 
all the other things that make a man stand out in his 
community as well as his profession.” 

“That’s right,” said Law. “I’ve noted in the con- 
versations here that every one of us regulars at lunch 
does some extra curricular work. Some of the men I 
meet elsewhere ask me how I can find time to spend 
an hour and a half to two hours here, three weeks out 
of four. They feel it is all right to take a client to 
lunch, but to eat with competitors—!” 

“Perish the thought,” said the Kid. 


“Then there’s another lot,” said Blank, “that keep 
telling me—‘Well, it’s all very well for you big shots 
to read the magazines, and take big tax services, but 
I don’t need them.’ Just because they are small fry, 
and don’t have a corps of partners and in-charge sen- 
iors to consult with, they need such books even more.” 


“T wish,” said the Shoptalker, “that some of these 
small fry could have been in my office the first week of 
this month, or have been around with me at places 
like this. As you know, the magazine was delayed in 
printing. CCH moved you know. Well, I got a score 
of inquiries about it; people anxious to read it, at the 
busiest time of year. And everyone of them a better- 
than-average tax man.” 


“Does that,” said the Kid, “mean they are better 
because they read it, or do they read it because they 
are already better?” 

“Does a chicken precede or follow the egg?” asked 
Law. 

“Well,” said Star, “as far as I’m concerned, I’m 
small stuff. My biggest client would be almost too 
small for a really big outfit like Oldtimer’s to handle. 
Yet under recent tax conditions, the small people have 
to file just as many returns, face just the same prob- 
lems as the big ones.” 

“Not Form H-1,” said the Kid. 

“You would pick on the exception,” retorted Star. 
“Take a recent case. This client, my biggest, had had 
an office in the Orient. They closed it last year in 
April. They brought its manager back here. They 
gave him the standard oriental contract vacation with 
pay. And then, because his contract still had a few 


’ 


TALKING SHOP 243 






months to run, they settled with him on a liquidated 
damages basis. Questions when making up the 
returns: 

“One. Did we have to file a 1099 for him? 

“Two. How much of what he got was subject to 
income tax to him? 

“Three. How much, if any, was subject to social 
security? 

“Four. How many here know the answers?” 


“As for social security,” said Law, “I think it’s all 
exempt. He earned it all outside of the U. S., and the 
settlement to cancel the contract is not taxable com- 
pensation, no matter where the services were to be 
performed.” 


“For a curbstone opinion,” exclaimed Star, “that’s 
fine! I had to dig for it!” 

“Great!” said the Kid. “That’s perfect.” 

“Well, if you’re so smart,” parried Star, “suppose 
you answer the income side of it.” 

“Oke!” retorted the Kid. “Here goes! Just look 
up the Stryker * case.” 

“Darn clever, these Chinese,’ quoted Star. “But 
you don’t fool me. You must have had to look it up 
the same as I did; and recently too.” 

The Kid smilingly nodded assent, but Oldtimer 
laughed aloud. “You weren’t here last week,” he said 
to Star. “The Kid was frantically trying to elicit an 
answer from us. Only in his case, it was a big client 
whose European offices had been closed, one by one, 
by the war. Which simply proves what Star said in 
the first place. The small client has the same prob- 
lems as the big one.” 





* 29 BTA 1025, 343 CCH { 7107. 





Calendar of 1940 Sessions of State Legislatures 


Jurisdiction Convened Adjourned 


Cattformm (ist Sp.)..... Jom: 2 ..24:.. ' 
ee Jan. 2 March 14 
Louisiana? (1st Sp.).... Jan. 20 Jan. 25 
PO ee 8 eres 
Mississippi ............ Jan. 2 rT 

Nebraska (Ist Sp.)..... Jan. 2 Jan. 13 
New Jersey ....... — ee ore 
POW TOME 55s cccecess FO Bo ve vacdes 
meome istend.......... FRM 2 cevesss. 
South Carolina ........ Jan. 9 iciap ae ark 
ES 65a kde boon Jan. 10 March 23 





1 Recessed Feb. 25 to May 13 


2 A second special session was called but failed to convene 
because of lack of a quorum. 
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Minimizing Clients’ ‘Taxes and 
Estate Shrinkages 
(Continued from page 205) 


subject to the discretion of the trustee, protection to the bene- 
ficiaries from their creditors will result; 


(7) A clause should be included authorizing the payment 
of funds by the trustee direct to minors, or to minor’s parents, 
for the use and benefit of such minors, evidence of which pay- 
ments will relieve the trustee from liability upon the minors 
reaching their majority; 

(8) A clause to specifically authorize the removal of the 
trust to other jurisdictions, states, or territories—in event 
burdensome taxes are imposed, or in event the beneficiaries 
change their domicile—should work to advantage; 


(9) A clause should authorize the trustee to divide the trust 
fund, or any portion thereof, into parts or shares; or to dis- 
tribute the same in money or in kind; or to allot specific 
securities or other property to any of the beneficiaries; 


(10) A clause should authorize the trustee to accumulate 
income for minor beneficiaries, where all of the income to 
which they are entitled is not required for their maintenance 
and support; 

(11) To relieve the trustee from liability, and the bene- 
ficiaries from the expense of litigation at every turn, the trustee 
should be given authority to vote in person, or by proxy, upon 
stocks, bonds, or other securities; to exchange securities for 
other securities; to extend the time of payment of any interest 
or principal of any bond, note, or mortgage, and to consent 
to the modification, alteration or amendment of any terms 
or conditions regarding the rate of interest; to take over, 
manage, operate and lease property acquired temporarily or 
permanently by the trust; and to maintain and repair any 
property, and to mortgage property. 


In general, a trustee should be given the power to do any 
and all things, in and about the trust, that an individual could 
do if he owned similar property in his own right. 


Unless required by law, a trustee and the beneficiaries 
should be relieved of the necessity of seeking judicial authority 
in handling discretionary matters in connection with the trust. 
This waiver is particularly advisable where the trustee’s acts 
are approved or authorized by advisors; 


(12) The trustee should be empowered to determine whether 
money or property coming into his possession should be 
treated as principal or income; 


And should be authorized to purchase bonds, shares of 
stock, or other securities at a premium in excess of the call 
or redemption price, or the amount payable at maturity or on 
liquidation, as the case may be; 


And should not be required to amortize, or otherwise restore 
to principal, such premium or excess; 


And should be given authority to charge or apportion ex- 
penses or losses to principal or income, according as the 
trustee and the advisors deem equitable. 


This is an important provision! The law of trusts recognizes 
the Massachusetts rule, the New York rule, the Kentucky 
rule, and others. Florida has no rule as yet. Where this 
clause is not included, trustees, to protect themselves, fre- 
quently find it necessary to petition the court for judicial 
rulings on matters of this kind, all of which costs the bene- 
ficiaries unnecessary expense; 


(13) For the same reason, a clause should be included in 
the trust, authorizing the trustee to compound and adjust 
claims in favor of or against the trust estate, without the 
necessity of seeking the approval and direction of the court. 


Under the foregoing trust arrangement, the family 
and other beneficiaries have a voice in the manage- 
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ment! They receive the income and as much princi- 
pal as they may from time to time require for the 
maintenance of themselves, and their issue. Tax and 
probate shrinkage of one or two administrations is 
eliminated. The beneficiaries are afforded protection 
against creditors. Asa result of “joint management” 
by the “advisor” innovation, fewer errors of judgment 
in investment and management are likely to occur. 

Thus your clients’ beneficiaries, for all practical 
purposes, will have the advantage of outright vesting, 
and the advantage of trusteeship without the disad- 
vantages of cither! 


Estate Residue to Trust by Will 


Having set up a “living” trust, which becomes 
testamentary upon the death of your client, the matter 
of a will becomes simple! 

After providing for specific bequests of personal 
effects such as jewelry, household furniture, automo- 
biles, etc., the residue and remainder of the estate 
can be passed, by will, direct to the trustee, to be- 
come a part of, and to be joined with, the trust and 
to be invested and reinvested, in accordance with the 
terms of such trust instrument. 

Mrs. Smith’s will can include similar provisions 
and the residue and remainder of her estate can be 
passed to the trust of her husband. Upon her death, 
her estate thereby becomes a part of the same trust 
estate—thus funneling the estates of the Smiths into 
one single trust fund! 

This single trust plan has numerous advantages: 
The larger corpus will enable greater diversification 
of investments; duplicate bookkeeping and minis- 
terial duties will be eliminated! 


Hedging against Double Domicile 


Since the Smiths have recently become citizens of 
this state—as is the case with many of our clients 
I recommend that you take special precaution to fix 
their domicile in their wills! 

Special attention to domicile may forestall serious 
consequences resulting from the legal monstrosity, 
known as “double domicile” ! 

While our courts have repeatedly held, and we find 
under Restatement of Conflict of Laws, Sec. 11, that 
every person has at all times one domicile, and no 
person has more than one domicile at a time, state 
courts by their several actions continue to manufac- 
ture “multiple domicile” for wealthy decedents! 

The outstanding cases involving “double domicile” 
are: 

First, the well-known Dorrance case: The Pennsy!- 
vania angle is reported in 163 Atl. 303. The New 
Jersey angle is reported in 170 Atl. 601. The Supreme 
Court denied certiorari, 287 U. S. 660, and 288 U. S. 
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617. Both the State of Pennsylvania and the State 
of New Jersey ultimately collected inheritance taxes, 
resulting in loss to the beneficiaries of millions of 
dollars! 

Another important “double domicile” case is known 
as the Hunt case, reported as Worcester County Trust 
Co. v. Reilly.1 Here, the Federal District Court took 
jurisdiction, and allowed the taxing officials of Massa- 
chusetts and California to enter Bills of Interpleader 
in the Federal District Court. But the Circuit Court 
of Appeals reversed the decision, and the Supreme 
Court affirmed the Circuit Court of Appeals by hold- 
ing that the Eleventh Amendment prevented a suit 
against state officials acting in their authorized 
capacities ! 

The more recent—and equally famous—case, which 
finally resulted in federal court jurisdiction, is the 
Green case decided March 13, 1939, reported as Texas 
v. Florida.** 


The Green Case 


Edward H. R. Green died in New York on June 8, 
1936. He left an estate estimated at from thirty-five 
to fifty million dollars, comprising assets located in 
Texas, New York, Florida, and Massachusetts. All 


four states made a claim of domicile based on various 
facts. 


The case was finally decided by the U. S. Supreme 
Court, which affirmed a Special Master’s report, find- 
ing that the decedent at the time of his death was 
domiciled in Massachusetts. 


It should be noted that the Supreme Court granted 
jurisdiction in this case because the conflicting domi- 
ciliary inheritance tax claims exceeded the value of the 
estate! The court took jurisdiction only after the 
State of Texas was able to show that the total tax 
claims of the four states would amount to more than 
the value of the estate. 

Therefore, it is doubtful that the Green case pre- 
sents an answer to the problem of “multiple domicile” 
in inheritance taxation unless a similar showing could 
be made! 

In preparing wills for clients, where the question 
of domicile might arise, in addition to the usual, “I, 
John Jones, a resident of Hillsborough County, Flor- 
ida,” I always include a special declaration as to the 
domicile, reciting therein such available facts as: the 
date he became a citizen of Florida; and, the date of 
purchase of a homestead here. Then I add a positive 
declaration that, notwithstanding the fact he might 
have created a trust estate which is being adminis- 
tered by a trust company in some other state—that 
such trust was created in that state to better serve 


89 Fed. (2d) 59. 
259 Sup. Ct. 563, 306 U. S. 398. 
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the beneficiaries who are residents thereof—or some 
such positive declaration. 


Such precaution should reduce the chances that a 
client’s estate will be destroyed by the forced pay- 
ment of “double” or “multiple” inheritance taxes and 
undoubtedly will discourage litigation concerning the 
domicile of the decedent! 


Present and Deferred-use Gifts 


Having made recommendations for the adjustment 
of the estates of our Mr. and Mrs. Smith, and having 
exhausted the “conservation” possibilities by the use 
of wills and trusts, we are now ready for what Mr. 
Winslow, in his book Minimizing Death Duties * calls, 
“The gateway to estate conservation”—to-wit, the 
use of present and deferred-use “gifts”! 


As is the case with many clients who own sub- 
stantial estates, we predicated our hypothetical case 
by stating that financial assistance was being fur- 
nished the children by Mr. and Mrs. Smith, from 
surplus income each year, and that there remained a 
surplus of income which was further accumulating 
as capital. This further accumulation of income in 
the parents’ estates—which becomes principal—likely 
will inventory to the children on the basis of sixty- 
or eighty-cent dollars, after the death of the parents. 


Properly arranging and effecting gifts will reduce 
the current income tax liability of Mr. and Mrs. Smith 
each year, while they live. It will enable the passing 
of a percentage of the principal—accumulated or 
owned by them—to their children, without shrinkage. 


Gifting—A Technical Procedure 


Giving property or assets to a person, or persons, 
while one lives, constitutes a “gift.” To the unini- 
tiated this act of making a gift sounds simple! How- 
ever simple the theory of the “living gift” may be, its 
practical application in any given case involves com- 
plications and difficulties of considerable consequence! 


Before deciding upon the details for effecting such 


gifts, the following angles should be carefully con- 
sidered : 


(1) The age of the donor; the nature and value of the assets 
to be given; the size of the donor’s estate; and, the relation- 
ship and personal characteristics of the beneficiaries. 

The gift plans should fit in and codrdinate with donor’s 
general estate program, and suit his particular circumstances. 

(2) The donor should consider the possibility that the 
gifts—though warranted under present circumstances—might 
prove improvident under changed economic conditions. 

(3) The gift must be bona fide, and made to accomplish 
definite and positive “living” motives; gift arrangements 
should not amount to a substitution for a testamentary dis- 


position and they should not be made “in contemplation of 
death”! 


13 Op. cit. 
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(4) The problem of selecting and making available the 
particular assets or property for gifting should be carefully 
considered; also, the availability of funds for gift taxes— 
provided the gift is of sufficient size to require a tax. 

The attorney’s most serious problem in preparing 
“Gift Deeds” for clients is satisfying the “in contem- 
plation of death” presumption of the Tax Commis- 
sioners. 


If death follows within two years—the law places 


the burden of proof on the executors—that gifts were 
not made “in contemplation of death.” ** 


If death occurs two years after the gift is made, 
the burden of proof is on the government to show 
that the gift was made as a substitute testamentary 
disposition, or in contemplation of death! 

Sec. 302(c), Revenue Act of 1926, as amended, reg- 
ulating the estate tax, includes as part of the gross 
estate previously transferred property “at any time 

. by trust or otherwise 
. death.” 

Thus a “living” gift, made by the deceased person 
prior to his death, may be subject to the estate tax 
even though it is fully executed and “irrevocable,” if 
made in contemplation of death.14 In the Wells case, 


decided in 1931, Chief Justice Hughes discussed the 
subject in detail. 


in contemplation of 


“Living” Motives Necessary 


In making gifts, therefore, it is tax-wise to establish 
in writing the motive for making the gifts,—thus pro- 
viding a record for future evidence. While such 
statements and writings in connection with the gifts 
are not conclusive for the motive, such documentary 
evidence as a statement of objectives, in the trust 
agreement or wills, may prove most helpful and valu- 
able to the executor or administrator in contesting 
tax liabilities, based upon a contention that the trans- 
fer was made “in contemplation of death”! 


Illustrations of “living” motives are: 


The desire to relieve oneself of the cares and responsibilities 
of property management; 

The desire to give the children experience in business while 
the donor is alive and can lend them the benefit of his expe- 
rience and counsel; 

The donor believes the gifts are of greater value to the 
beneficiaries now, than they will be at a later date; 

The donor’s desire to put a portion of the estate beyond his 
control prior to possible loss by him, as a result of the waning 
of his mental and physical energies; and 

The desire to continue, and make more certain, a plan of 
periodic gifts which has been followed in the past. 


These, you will note, are all “living” motives. Any 
evidence substantiating such “living” motives should 
be carefully preserved. 


13 Farmers’ Loan & Trust Co. v. Bowers, 68 Fed. (2d) 916. 

“4 U, 8S. v. Wells, 51 S. Ct. 446. Other cases in point are: Neil v. 
Commissioner, 16 BTA 1058, affd., 53 Fed. (2d) 806; Farmers’ Loan 
é& Trust v. Bowers, 68 Fed. (2d) 916; Vaughn v. Riordan, 280 Fed. 


742; Gaither v. Miles, 268 Fed. 692; Delaware Trust v. Handy, 53 
Fed. (2d) 1042. 
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Gifts and Trusts 


Other problems in direct property gifts are: 


The difficulty of making outright gifts to minor benefi- 
ciaries, since the law generally does not allow an infant to 
hold, own or possess property in its own right; 

Gifts for infants, therefore, can best be made in trust. 

There are also cases where the donor hesitates to entrust 
the beneficiaries with full and complete responsibility for the 
management of large sums, because of the lack of ability or 
business training, or because of outright spending tendencies. 

The “living” gift in trust also presents problems. 
Gifts in trust, or future interest gifts, are not entitled 
to the annual $4,000 gift tax exemption to each donee 
under the amended Revenue Act of 1938. The 1938 
Amendment does not reduce the $40,000 specific ex- 
emption for gifts; this exemption is still available 
even when gifts are placed in trust. 


Further advantages of using trusts as a medium 
for gifts are :— 

The trust eliminates the necessity for guardianships in the 
case of minor beneficiaries; 

It provides income for elderly beneficiaries, allowing the 
remainder of principal to pass over to secondary beneficiaries, 
thereby eliminating successive transfer taxes; and 

Under the trust plan the donor can retain, during his life- 
time, the title to the assets and control of the investment and 
management of the funds; provided, of course, he retains no 


personal benefit, and transfers all the fruits derived therefrom 
to the beneficiaries.* 


However, to prevent the income from such trusts 
being taxable against the donor, careful draftsman- 
ship of the trusts for minor beneficiaries should avoid 
directions for the use of the trust income to maintain 
or educate donor’s children, and possibly should even 
include a clause indicating that the creator will con- 
tinue to discharge his legal obligations for the support 
of his children from his own private funds. Other- 
wise, the courts have held that where the trust in- 
come discharges a legal obligation of the trustor, the 


income will be taxable to the trustor and not to the 
beneficiaries.?® 


Non-taxable Inclusions in Trust Instrument 


The following provisions may be included in the 


trust without making the property taxable to the 
donor, or to his estate: 


(1) The right to manage the trust property.” 


(2) The right to terminate the trust, by agreement of the 
beneficiaries.” 


(3) The right to have property revert to the donor, in event 
of the prior death of the beneficiaries.” 


(4) The right of donor to act as trustee, or co-trustee.” 


% Becker v. St. Louis Union Trust Co., 56 S. Ct. 78; Helvering v. 
Duke, 54 S. Ct. 95; Reinecke v. Northern Trust Co., 49 S. Ct. 123. 


1% Stokes v. Commissioner, 296 U. S. 551, revg. 79 Fed. (2d) 256: 
also see the Schweitzer case, 56 S. Ct. 304. 


11 Reinecke v. Northern Trust Co., 49 S. Ct. 123. 
18 Helvering v. Helmholz, 56 S. Ct. 68. 


1” Becker v. St. Louis Union Trust Co., 56 S. Ct. 74; Helvering 
Duke, 54 S. Ct. 95. 


20 Becker v. St. Louis Union Trust Co., supra. 


~ 


Vv. 
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Provisions Held Taxable 


~ On the other hand, the following provisions in a 
trust likely will involve estate tax liabilities to the 
donor: 


(1) The reservation of the right to alter, amend, revoke or 
terminate the trust.” 


(2) Even the reservation of the right by the donor, to 
modify the trust agreement in favor of other beneficiaries, 
may amount to the retaining of sufficient control so as to 
involve estate tax liability.” 


(3) Where the right is reserved under the trust—to dispose 
of the trust property, or portions of it under the donor’s will,— 
the trust to that extent is “revocable” and subject to estate 
tax.” 


Gift Transfers 


The matter of the text in the preparation of assign- 
ments and agreements, passing property for gifts, 
may be important! 

Transfers must be made without consideration 
whether they are an assignment of property or a 
waiver of rights. 

The usual form of assignments and stock transfers 
recites “For one dollar or other valuable considera- 
tion,” or “For value received.” These should be 
substituted by “For love and affection and no other 
valuable consideration.” 


All assignments, or gifts, should be made in writ- 
ing, and should be accompanied by actual delivery. 


At the outset, in the discussion of “gifts,” I called 
attention to the complications and difficulties which 
will be encountered by the uninitiated! The forego- 
ing should illustrate the technical angles involved! 


{ repeat: While gifts are the “gateway to estate 
conservation,” the subject is one of the most techni- 
cal branches of estate conservation ! 


Time Trusts 


In passing I would like to call your attention to 
the use of “time” trusts as a means of income tax 
savings! 

A time trust is an “irrevocable” trust, with provi- 
sions to terminate it at the end of a specified period 
of time, at which time the trust property reverts to 
the creator. In the event of death prior to the end 
of the term for which the trust is created, the prop- 
erty goes to certain stipulated beneficiaries. During 
the existence of the’trust the creator has no right 


"1 Helvering v. City Bank Farmers’ Trust Co., 56 S. Ct. 70. Under 
the ruling in this case, it would seem that the right to revoke by 
the donor, even with the consent of the trustee, would cause the 
trust assets to be subject to the estate tax. 

* Porter v. Commissioner, 53 S. Ct. 451; Dort v. Helvering, 69 
Fed. (2d) 836. 

* Commissioner v. Chase National Bank, 82 Fed. (2d) 157. 

* For recent cases covering this point—I refer you to: U. S. v. 
First Nat. Bank of Birmingham, 74 Fed. (2d) 360; Wood v. Com- 
missioner, 37 BTA 1065, affd., CCA-2, 104 Fed. (2d) 1013, affd. U. S. 
Sup. Ct., February 26, 1940, 60 S. Ct. 551; Clifford v. Helvering, 


105 Fed. (2d) 586, revd. U. S. Sup. Ct., February 26, 1940, 60 U. S. 
554, 
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to the possession or enjoyment of the trust property 
or any benefits from it. During the period of the 
trust the income is distributed to named beneficiaries.** 

A ruling of the estate tax problem involved may be 
found in Geo. D. Harter Bank, (Estate of Hoover) v. 
Commissioner,”> decided in 1939. 

On the gift tax angles involved, there have been 
few decisions. 

In Hughes v. Commissioner,” the U.S. Circuit Court 
of Appeals, Ninth Circuit, rendered an opinion. While 
not involving a strict “time” trust, the case perhaps 
indirectly indicates that the creation of such a time 
trust will result in a gift, in the amount of the prin- 
cipal of the trust, less the present worth of the crea- 
tor’s reversionary interest. 

The time trusts, therefore, must be used with cau- 
tion, and their use as an established medium for the 
savings or avoidance of taxes has not yet been fully 
tested ! 76 


Use of Power of Appointment—General v. Specific 


A power of appointment is defined as a “power 
created or reserved by a person (the donor) having 
property subject to his disposition, enabling the donee 
of the power to designate, within such limits as the 
donor may prescribe, the transferees of the property 
or the shares in which it shall be received.” 

A “general” power is one which the donee may 
exercise in favor of whomsoever he pleases—even 
himself. 

A “special” or “limited” power is one which the 
donee may exercise only in favor of a restricted group 
which is designated in the instrument creating the 
power. 

The U. S. Revenue Act of 1926, Sec. 302(f), as 
amended by the Act of 1932, Sec. 803(b), 26 U. S. 
C. A. 411, includes as a part of a decedent’s gross es- 
tate, for estate tax purposes, property passing under 
general power of appointment exercised by the dece- 
dent. This provision excludes, for estate tax pur- 
poses, any property passing under a special power. 
This exemption, applicable to special powers, is further 
authorized by U. S. Treasury Regulations 80, Article 24. 


Expert Draftsmanship Required 


Therefore, draftsmen of trusts should avoid the 
creation of a “general power.” Where authorizing 
power of appointment, the instrument should restrict 





23 38 BTA 387. 

26104 Fed. (2d) 144. 

2a Since this address was given, the Supreme Court, on February 
26, in Helvering v. Clifford, 60 U. S. 554, (404 CCH {| 9265), held that 
income under a Time Trust was taxable to grantor under the broad 
language of Section 22(a) of the Revenue Act, defining gross income. 
On the same day, in Helvering v. Wood, 60 S. Ct. 551 (404 CCH 
| 9266), the same court ruled that income from a similar Time Trust 
was not taxable to grantor under Section 166 and 167 of the Reve- 
nue Act, which deal especially with trusts. In the latter case, Sec- 
tion 22(a) was not raised. 
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the passing of property to a specific person, or per- 
sons, or to a class of persons. 

However the question as to what is a “general” and 
a “special” power of appointment has caused more 
uncertainty in the Tax Laws than any other single 
problem! This has resulted because of the great 
variety of decisions—dissimilar in their holdings— 
handed down by the State Courts. The U. S. Supreme 
Court has never ruled directly upon the question. 

A discussion of the subject may be found in Restate- 
ment of the Law on Property 1938, Secs. 443, 447. In 
this connection, however, the case of Farmers’ Loan & 
Trust Co. v. Bowers," is one which has not been dis- 
puted by other decisions. This case holds that a power 
to appoint to one’s issue is a “special” power ! 

In the case of Christine S. Kendrick, et al., Exrs.,*§ 
decided in 1936, the Board of Tax Appeals held that 
a power excluding a definite class of persons, as pos- 
sible appointees, amounted to a special power. 

On the basis of the law of trusts, however, the ex- 
clusion of total strangers, as a class, probably would 
not be such an exclusion as to render the power a special 
one because, under the law of trusts, a class must be 
a definite group, such as the members of the imme- 
diate family.”® 

In determining whether a power is “special” or 
“general,” the federal courts seem to follow the state 
courts. The federai courts further seem to have es- 
tablished that the test of whether a power is general 
is whether or not the objects or beneficiaries are 
restricted or limited. 

The only case decided by the Supreme Court, under 
Sec. 302(f) of the Revenue Act seems to be Helvering 
v. Grinnell.®° 

Professor Griswold of the Harvard Law School 
says, “The power of appointment is the most efficient 
dispositive device that the ingenuity of Anglo-Ameri- 
can lawyers has ever worked out. Its use is definitely 
on the increase” ! *1 


Conclusion 


I have attempted to touch on many angles of Estate 
Conservation—upon any one of these subjects a book 
or books could be written—but I sincerely hope I 
have given you some points which will prove of value 
to every one of you! 





21 29 Fed. (2d) 14. 

28 34 BTA 1040. 

2 Restatement, Property, 1938, Secs. 443, 447. 

Other cases touching on “powers” are: Fidelity-Philadelphia 
Trust Co. v. McCaughn, 34 Fed. (2d) 600; Helvering v. Helmholz, 
296 U. S. 93, (1935); Saltonstall v. Saltonstall, 276 U. S. 260. 

30 204 U.S. 153. 

Other Circuit Court of Appeals cases are: Commissioner v. Chase 
Nat. Bank, 82 Fed. (2d) 157; Old Colony Trust Co. v. Commissioner, 
73 Fed. (2d) 970. 

For a Supreme Court decision, involving what constitutes special 
and general powers, since this address was presented, see Morgan v. 
Commissioner of Internal Revenue, 60 S. Ct. 424, affirming decision 
of C. C. A., reported in 103 F. (2d) 636. 

31 52 Harvard Law Review, p. 929, (April, 1939). 
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Federal Taxation of Irrevocable 
Trusts Reéxamined 


(Continued from page 224) 


decedent’s domicile governs in determining whether 
a power of appointment exercised by the donee of 
the power is a general power within the meaning of 
the statute. The court held that, since the donee of 
the power could appoint to any person under the 
terms of the trust, the value of the appointed property 
should be included in the gross estate of such donee, 
irrespective of state law to the contrary. In arriving 
at its conclusion, the court said: 

“Although it is conceded that, under the law of Wisconsin, 
the decedent could have appointed to anyone to receive the 
trust property, including her estate and her creditors, the 
petitioner urges that, by statute and decision, Wisconsin has 
defined as special a power such as she held. The respondent 
urges that this is not a correct interpretation of the state law. 
We find it unnecessary to resolve the issue, since we hold 


that the powers are general within the intent of the Revenue 


Act, notwithstanding they may be classified as special by the 
law of Wisconsin. 


“State law creates legal interests and rights. The federal 
Revenue Acts designate what interests or rights, so created, 
shall be taxed. Our duty is to ascertain the meaning of the 
words used to specify the thing taxed. If it is found ina 
given case that an interest or right created by local law was 
the object intended to be taxed, the federal law must prevail 
no matter what name is given to the interest or right by 
state law.” 

Although, as the court points out, none of the rev- 
enue acts have defined the phrase “general power oi 
appointment,” the distinction usually made between 
a general and a special power is that in the former 
the donee may appoint to anyone without restriction ; 
whereas under the latter, the donee may appoint only 
amongst a restricted or designated class of persons. 
Therefore, although, under the applicable state law, 
the power granted may be designated as a special 
power, the property may still be taxed in the estate 
of the donee of the power, if actually the donee may 
appoint without restriction to anyone, including his 
own estate or his creditors. 


Taxation of Bank Deposits 


The United States Supreme Court (Madden v. Ky., 
60 S. Ct. 406, Adv. Sheets) has sustained the decision 
by the Kentucky Court of Appeals that the state legis- 
lature did not violate the due process, equal protec- 
tion, or privileges and immunities clauses of the 
Fourteenth Amendment by classifying bank deposits 
in Kentucky for taxation at one rate and those main- 
tained outside the state by Kentuckians at a higher 
rate. The court, following the doctrine of the Watson 
case (254 U. S. 122, 4 S. Ct. 43, 65 L. Ed. 170) and of 
the case of Carmichael v. Southern Coal and Coke Co., 
(Continued on page 264) 
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Federal Taxation—Outlook for 1940 


Income tax exemption limits during 1940 are likely 
to be reduced from $1,000 to $800 for single men and 
women, and from $2,500 to $1,500 for married couples. 
To further assist in financing the huge national defense 
expenditures contemplated, the government may also 
end the existence of tax-exempt securities. 


The foregoing features of the federal taxation out- 
look for this year were offered recently by J. S. 
Seidman, member of the Committee on Federal Taxa- 
tion of both the New York State Society of Certified 
Public Accountants and the American Institute of 
Accountants, in a speech given before a forum group of 
the Pace Institute at its headquarters in New York City. 

Mr. Seidman, pointed out that a large amount of 
necessary revenue can be raised by clamping down on 
what he called promiscuous tax exemptions. “The 
power to exempt from tax is just as great as the power 
to tax,” he said. 
to exploit. 


“Both can be used to safeguard or 
In recent years tax exemptions have 
rapidly multiplied. Examination discloses that many 
an equitable tax has been inequitably distorted and 
made barren by improper exemptions. The budgetary 
requirements of the nation are entirely too urgent to 
permit continuation of tax exemptions on the scale 
now indulged in.” 

He stated that tax-exempt securities are the greatest 
offenders, and predicted that the practice of exempt- 
ing certain securities from taxation will be terminated 
in 1940. “Our government,” he said, “has only four 
Ways out of its dilemma of mounting debts and deficits 
—taxation, inflation, confiscation or repudiation. Among 
these alternatives I am confident the American people 
will choose taxation, notwithstanding its crushing 
burdens.” 


Mr. Seidman called attention to the fact that in 
recent years there has been much talk about broaden- 


ing the income tax base by reducing personal exemp- 
tions, and that 1940 will probably see this accomplished. 
It is also probable, he said, that tax rates will be in- 
creased on incomes in the $5,000 to $50,000 brackets, 
as the higher brackets are now too heavily taxed for 
further increases. 

A large portion of Mr. Seidman’s address was given 
over to the importance of direct forms of taxation, 
such as sales taxes imposed on the consumer, as the 
only means of awakening the public to the many 
forms of insidious taxation it now bears, with scarcely 
a protest, through lack of careful study of the subject. 
Only by making the average person feel the full, 
staggering force of direct, undisguised taxes will any 
progress be made towards arousing the public from 
its lethargy and getting it interested in the only per- 
manent solution of our tax problem—reduction of 
government expenditures. 

Turning to the subject of corporate taxation, Mr. 
Seidman called attention to the drive recently inaugu- 
rated by the government to round up certain cor- 
porations which are trying to save taxes for their 
stockholders by unnecessarily accumulating profits 
instead of declaring dividends. Such corporations are 
subject to an extra tax up to 35 per cent on the undis- 
tributed profits, which up until 1939 were taken care 
of by the now dead undistributed profits tax. 

“Every family or closely held corporation that pays 
out less than 70 per cent of its earnings in dividends is 
subject to special examination, and will be called upon to 


-explain why more dividends were not paid out. A 


recent study made by the tax department shows that 
on the whole, corporations have been playing fair with 
the government and not accumulating profits as a tax 
dodge. Where profits are retained, it is generally be- 
cause of the needs of the business, including reserves 
for equipment replacement, labor or price wars, pay- 
ment of debts, or other hazards and contingencies.” 
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Commenting on changes in the new federal taxation 
program applicable to 1939-40 corporation returns, 
Mr. Seidman asserted that the most important innova- 
tion has to do with the method of figuring inventories. 


“Heretofore, inventories could be calculated on the 
basis of cost or market, whichever is lower,” Mr. 
Seidman said. “In determining cost, it was assumed 
that the earliest purchases or production were sold 
first, where the same type of article was bought or 
produced at several times and different prices. This 
is known as the first-in, first-out method, and had the 
effect of swelling profits in rising markets and con- 
tracting profits in declining markets. From an in- 
come tax standpoint, this was against the taxpayer. 
Beginning with 1939, a completely opposite course is 
permitted. Instead of first-in, first-out, the law au- 
thorizes last-in, first-out. Under the new method, 
whenever anything is sold, it is deemed to come from 
the merchandise last bought or produced. Figuring 
it the new way will make profits smaller in good 
years and diminish losses in bad years. In order to 
make use of the new method, financial statements to 
creditors and stockholders must conform to the in- 
come tax figure for inventories. Also inventories must 
be taken at cost, and never at market. 

“Another substantial change has to do with the 
treatment of the sale of securities and other capital 
assets,” Mr. Seidman added. “This change takes effect 
in 1940. Heretofore, net profits on such sales were 
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taxable in full to corporations, while net losses were 
deductible only up to $2,000. Starting with 1940, there 
will be no restriction on the deduction of net losses 
with respect to assets that had been owned more than 
eighteen months. On assets held for a shorter period, 
the net loss will not be deductible at all, not even up 
to $2,000. It will, however, be possible, under certain 
restrictions, to carry forward the loss into 1941 and 
deduct it from 1941 short-term profits, if there be any 
in that year. 

“A new and very favorable relief provision that ap- 
plies in 1940 is the deduction for general operating 
losses of 1939. If there is not enough income in 1940 
to absorb the loss, the excess will be deductible from 
1941. Losses of 1940 will likewise be deductible from 
income of the two succeeding years, until absorbed.” 

Mr. Charles T. Bryan, C. P. A., a trustee and mem- 
ber of the faculty of Pace Institute, presided at the 
meeting. 


The Bailey Case—Again 


The United States Court of Claims, on March 4,: 


1940, in the now famous case of Bailey et al., Exrs. v. 
U. S., granted the Commissioner’s motion for a new 
trial and dismissed the taxpayer’s claim for a refund 
of federal estate tax paid because of the Commis- 
sioner’s inclusion in decedent’s gross estate of pro- 
ceeds of assigned life insurance policies. 

In this case the insured irrevocably assigned certain 
policies of insurance on his life to his wife and son 
for life, providing that if both predeceased him the 
life ownership of the policies should revert to the 
insured and the proceeds should be payable to his 
“executors, administrators, or assigns.” 

In its original opinion, the court held that the pro- 
ceeds of the policy were includible in decedent’s estate 
on the theory that the policies were taken out by the 
insured on his own life and that the subsequent assign- 
ment did not affect the includibility of the proceeds. 

Then, on December 4, 1939, by virtue of fact find- 
ings resulting from a motion for a new trial, the court, 
in another opinion, found that the assignee had paid 
the premiums after the assignment and that such pay- 
ment precluded the inclusion of the proceeds of the 
policies. The court, however, left its original opinion 
standing to the extent that it held that proceeds of 
irrevocably assigned life insurance policies were gen- 
erally includible, modifying it only to exclude cases, 
like the present one, in which the assignee paid the 
premiums. 

Later, on January 29, 1940, the United States Supreme 
Court decided, in Helvering v. Hallock et al., that a 
transfer, with possibility of reverter, was includible 
in the decedent’s gross estate. On the strength of this 
decision, the Commissioner subsequently filed a motion 
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for a new trial in the Bailey case, asking 
for a holding that the policies were taxable 
because the insured had retained a possi- 
bility of reverter in assigning them. 

The Court of Claims granted the motion 
and entered judgment dismissing the peti- 
tion of insured’s estate for refund holding 
that the policies were includible, under the 
Hallock case, because of the retention of the 
possibility of reverter of ownership, despite 
the fact that the assignee had paid the 
premiums. In so holding, the court said: 


“Nor do we now consider, in view of the Hallock 
case, as of any controlling importance the fact that 
the designated beneficiary (assignee), rather than 
the insured, paid all premiums subsequent to 1932 
when the insured surrendered the right to change 
the beneficiaries designated as ‘life owners’ unless 
he survived them. The rule of the Hallock case is 
not conditioned upon who bears the expense of 
maintaining or carrying the property or property 
rights transferred until the transferor’s death or 
until it reverts to him.” 


New “Queen Elizabeth” Could Be Built Every 
Week with U. S. Motorist Taxes 


The $25,000,000 cost of the Queen Elizabeth, the 
largest and possibly the fastest liner afloat, which 
recently docked at New York after avoiding German 
mines and submarines, is only a drop in the bucket 
compared with the cost of taxes paid by another form of 
transportation, motor vehicles, the American Petroleum 
Industries Committee points out. 


The $1,023,593,000 of gasoline taxes paid in 1939 to 
the federal and state governments, plus the $613,662,000 
paid in special motor vehicle taxes, would be sufficient 
to finance the building of a super-ship like the Queen 
Elizabeth every week, with enough money left over 
to purchase thirteen similar vessels, Baird H. Mark- 
ham, director of the Committee, asserted recently. Since 
the keel of the Queen Elizabeth was laid three years 
ago, he said, American motorists have paid enough in 
gasoline taxes alone to finance construction of one 
hundred and eighteen ships like the Elizabeth 

“Although official figures for 1939 are not yet avail- 
able, reliable estimates place federal and state gasoline 
tax collections for that year at $1,023,593,000,” Mr. 
Markham said. “Registration fees amounted to 
$399,097,000, according to the best available estimates, 
with federal excise taxes, state motor carrier taxes, 
and county and city automotive levies making up the 
remaining $214,565,000 of the total motor vehicle 
tax bill. 

“It would take four vessels the size of the Queen 
Elizabeth, plus one of Uncle Sam’s largest battle- 
ships, to keep afloat all the pennies collected from 
taxes paid on gasoline during a year’s time, but these 
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The Lincoln Memorial in a Frame of Cherry Blossoms 


vessels would then lie so low in the water they 
couldn’t move. Some tax authorities have predicted 
that if motor vehicle taxes get any heavier, a sub- 
stantial number of motor vehicles would likewise be 
immobilized. 

“Tt is interesting to note that some of the richest 
steamship lines in the world have been financing giant 
liners every two or three years, yet the motorists of 
America, whose average incomes lie between twenty 
and thirty dollars a week, are asked to pay out the 
equivalent of five ocean liners every month.” 


Non-partisan Federal Tax Commission 


Walter A. Cooper of New York, Chairman of the 
Committee on Federal Taxation of the American In- 
stitute of Accountants, recently issued the following 
statement on behalf of the Committee: 

“Congress could do no one thing of greater im- 
portance to assure future economic stability than to 
create a qualified non-partisan commission to formulate 
a permanent and consistent policy of federal taxation. 
The annual revision of tax laws on the basis of political 
expediency and social reform is the major cause of 
hesitancy on the part of business men and taxpayers. 
Fixed principles of taxation are urgently required to 
give taxpayers the necessary confidence to face the 
future. 

“Determination of fixed principles of taxation should 
strive to bridge the existing gap between tax account- 
ing and established business practice. The flexible 
application of accounting principles, as between tax- 
payers, should be recognized, providing such ac- 
counting practices be consistently maintained from 
year to year. 
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“A permanent tax structure should be established, 
with fixed principles subject only to changes in rates 
to mect the varying requirements of the federal budget. 
Business can adjust itself to changing rates, as long 
as such rates are non-confiscatory, but staggers un- 
der the impact of successive changes in the general 
scheme and incidence of taxation, a procedure which 
calls for new interpretations of tax provisions from 
year to year. 

“It is not intended that legislative or administrative 
powers be delegated to the proposed commission; it 
is merely expected that the commission function as a 
study group in examining national tax problems, and 
on the basis of its deliberations recommend to Con- 
gress the adoption of such principles and methods of 
taxation as would promote uniformity and simplicity 
and remove as much as is possible of the present 
complexity and uncertainty.” 

The members of the Committee on Federal Taxation 
of the American Institute of Accountants are, in ad- 
dition to Chairman Walter A. Cooper, the following: 
Victor H. Stempf of New York, immediate Past Chair- 
man of the Committee and President of the New York 
State Society of Certified Public Accountants; Jacob 
S. Seidman of New York, Samuel W. Eskew of Louis- 
ville, Oscar Moss of Los Angeles, J. A. Phillips of 
Houston, Roscoe L. Thomas of Butte, Montana, and 
Clarence L. Turner of Philadelphia. 


Text of H. J. R. 483 


Given below is the text of House Joint Resolution 483, 
calling for the creation of such a non-partisan tax 
commission by Congress, which was introduced in 
the House of Representatives by Representative 
Emanuel Celler of New York on March 5. 

The Joint Resolution reads: 

Establishing a Federal 
purposes. 

Resolved by the Senate and House of Representatives of the 
United States of America in Congress assembled. 


Section 1. That it is hereby declared to be the policy of 
Congress— 


Tax Commission, and for other 


(1) To establish a stable, more permanent federal tax struc- 
ture, so as to avoid frequent changes in tax laws and minimize 
the adverse effect of changes in tax laws on individual initia- 
tive, investment and employment; 

(2) To raise the necessary revenue for the support of the 
government in the most equitable manner, giving due regard 
to the principle of ability to pay, benefit derived, the welfare 
of the nation and its citizens, and the undesirability of hidden 
or indirect taxes; 

(3) To simplify the federal tax system, including the forms 
of taxation, the statement of the law, and the methods of 
administration; 

(4) To alleviate hardships and inequities in the application 
and administration of the internal revenue laws; 

(5) To coordinate the federal tax system with those of the 
state and local governments to the end that double taxation 
may be minimized and overlapping or needless cost of admin- 
istration reduced; 

(6) To equalize taxation and prevent tax evasion and avoid- 
ance; and 
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(7) To make such other changes as will improve the federa] 
internal revenue system. 


Sec. 2. There is hereby established a Federal Tax Commis- 
sion (hereinafter referred to as the “Commission’’), to be 
composed of eight members, as follows: 


(1) One member who is an officer or employee of the 
Treasury Department to be chosen by the Secretary of the 
Treasury; 

(2) Seven members (none of whom holds any office in the 
Government of the United States or is engaged in the activitics 
of any political party) to be chosen by the President, by and 
with the advice and consent of the Senate, one of whom shall 
be representative of agriculture, one of labor, one of individual 
taxpayers and consumers, one of industry and finance, one of 
lawyers, one of certified public accountants and one of 
economists. 


Sec. 3. It shall be the duty of the Commission— 


(1) To make such investigations as it may deem necessary 
or advisable in order to carry out the purposes of this 
resolution; 

(2) To publish from time to time, for public examination 
and analysis, as it deems desirable and appropriate, proposed 
measures for carrying out the policy of Congress herein ex- 
pressed; and 

(3) To report to the Congress from time to time, and in 
any event not later than January 3, 1943, the results of its 
investigations, together with such recommendations as it may 
have to make. 


Sec. 4. (a) The Commission shall meet and organize as 
soon as practicable after at least a majority of the members 
have been chosen, and shall elect a chairman and a vice chair- 
man from among its members, and shall have power to appoint 
and fix the compensation of a secretary and such experts and 
clerical, stenographic, and other assistants as it deems ad- 
visable. A vacancy in the Commission shall not affect the 
power of the remaining members to execute the functions of 
the Commission, and shall be filled in the same manner as the 
original selection. 


(b) The Commission is authorized to hold hearings and to 
sit and act at such places and times, to require by subpoena or 
otherwise the attendance of such witnesses and the production 
of such books, papers, and documents, to administer such 
oaths, to take such testimony, to have such printing and bind- 
ing done, and to make such expenditures, as it deems advisable. 
The cost of stenographic services in reporting such hearings 
shall not be in excess of twenty-five cents per hundred words. 
Subpoenas for witnesses shall be issued under the signature of 
the chairman or vice chairman. 

(c) The Commission is authorized to utilize the services, 
information, facilities, and personnel of the departments and 
agencies in the executive branch of the Government, of the 
Joint Congressional Committee on Internal Revenue Taxation, 
and of the office of the Legislative Counsel. 

(d) The Commission shall have the same right to obtain 
data and to inspect returns as the Committee on Ways and 
Means of the House of Representatives or the Committee on 
Finance of the Senate, and to submit any relevant or useful 
information thus obtained to the Congress. 

(e) The members of the Commission shall serve without 
compensation for such service, but they shall be reimbursed 
for travel, subsistence, and other necessary expenses incurred 
by them in the performance of the duties vested in the 
Commission. 

(f) There is hereby authorized to be appropriated so much 
as may be necessary to carry out the purposes of this resolu- 
tion. Amounts appropriated for the expenses of the Commis- 
sion shall be disbursed by the Division of Disbursement, 
Treasury Department, upon vouchers approved by the chair- 
man or vice chairman. 

(g) All authority, conferred by this resolution, shall ter- 
minate on the expiration of three years from the enactment oi 
this resolution. 





be 


the 
the 


the 
ities 
and 
hall 
lual 
e of 

of 


Ary 
this 


tion 
sed 
ex- 


1 in 
ats 
nay 


> as 
ers 
alr- 
oint 
and 
ad- 
the 
s of 


the 


1 to 
a OF 
tion 
such 
ind- 
ble. 
ings 
rds. 
e of 


ices, 
and 

the 
ion, 


tain 
and 
> on 
eful 


iout 
rsed 
rred 

the 


uch 
olu- 
mis- 
ent, 
\air- 


ter- 
it of 


STATE TAX CALENDAR 


1940 MAY 


SUN. MON. TUE, WED. THU. FRI. SAT. i 


«an«ane«n 1 2 3 4 | AX 


{ 


5678 91011¢ 
12 131415161718 
19 20 21 22 93 2495. 
96 27 28 29 30 31 «» 


ALABAMA 
May 1—— 
Automobile dealers’ reports due. 
May 10—— 
Alcoholic beverage reports due from distrib- 
utors, retailers and wholesalers. 
Automobile dealers’ reports due. 
Tobacco use tax reports and payment due. 
May 15—— 
Gasoline tax reports due from carriers, trans- 
porters and warehouses. 
Lubricating oils tax reports due from car- 
riers, transporters and warehouses. 
Motor carriers’ tax due under 1932 Act. 
May 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating oils tax reports and payment due. 
Sales tax reports and payment due. 


ARIZONA 
May—First Monday—— 
Bank share installment delinquent. 
Property tax (semi-annual installment) de- 
linquent. 
May 5—— 
Alcoholic beverage reports due. 
May 15—— 
Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 
May 20—— 
Last day to make property tax returns. 
May 25 
Motor fuel carriers’ reports due. 


ARKANSAS 
May 10—— 
Blenders’ and rectifiers’ intoxicating liquor re- 
ports and taxes due. 
Natural resources—statements 
due. 
Natural resources severance tax reports and 
Payment due. 
a 1. 
Alcoholic beverage tax reports due. 
— tax returns and first tax installment 
ue. 
Information returns due. 
Sales tax reports and payment due. 
May 20—— 
Gasoline tax reports and payment due. 


of purchase 


CALIFORNIA 
oe 


Gasoline tax due. 
a 
Gasoline tax reports due. 
Use fuel tax reports and payment due. 


May 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
May 1— 
Franchise tax due. 
May 10—— 
Motor carriers’ reports and taxes due. 
May 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Sales tax reports and payment due. 
Service tax reports and payments due. 
Use tax reports and payment due. 
May 20—— 
Last day to file property tax returns. 
May 25—— 
Gasoline tax reports and payment due. 


CONNECTICUT 

May 1— 

Gasoline tax due. 
May 15—— 

Gasoline tax reports due. 
May 20—— 

Alcoholic beverage tax reports and payment 

due. 


DELAWARE 
May 1 
Property taxes due in Sussex county. 
May—First Monday—— 
Electric, gas, and steam company reports due. 
May 15— 
Alcoholic beverage reports due from importers 
and manufacturers. 
Filling stations’ gasoline tax reports due. 
May 31 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 


DISTRICT OF COLUMBIA 
May 10—— 
Alcoholic beverage reports due from manu- 
facturers, retailers and wholesalers. 
Beer reports due from manufacturers and 
wholesalers. 
May 15— 
Beer tax due. 
May 31—— 
Gasoline tax reports and payment due. 


FLORIDA 
May 10—— 
Alcoholic beverage reports due from dealers 
and manufacturers. 
May 15— 
Alcoholic beverage reports due from trans- 
porters and carriers. 
Chain store gross receipts tax reports and 
payment due. 
Gasoline tax reports and payment due. 
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GEORGIA 

May 1—— 

Bank share tax reports—last day to file. 

Property tax returns—last day to make. 
May 10—— 

Tobacco wholesale dealers’ reports due. 
May 15—— 

Malt beverage tax reports and payment due. 
May 20—— 

Gasoline tax reports and payment due. 


IDAHO 
May 1— 
Mining claims—last day to report. 
Ore severance tax reports due. 
May 10 
Beer dealers’ reports due. 
May 15—— 
Electric power company reports and taxes 
due. 
Gasoline tax reports and payment due. 


ILLINOIS 
May 10—— 
Motor carriers’ mileage tax due. 
May 15— 
Alcoholic beverages—last day to file reports. 
Alcoholic beverage reports due from ware- 
housemen. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
May 20—— 
Gasoline tax reports and payment due. 
May 30—— 
Transporters’ gasoline tax reports due. 


INDIANA 
May 1—— 
Private car company property tax returns 
due. 
May—First Monday—— 
Property tax (semi-annual installment) due. 
May 15—— 
Bank and trust company intangibles tax re- 
ports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Property tax returns—last day to file. 
May 20—— 
Bank and trust company intangibles tax due. 
Bank share tax due. 
Building and loan association intangibles tax 
reports and payment due. 
May 25—— 
Gasoline tax reports and tax due. 


IOWA 
May 1 
Electric transmission line property tax re- 
ports due. 
Telegraph and telephone company property 
tax reports due. 
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May 10—— 


Beer tax reports and tax due from class A| May 1—— 


permittees. 
Carriers’ gasoline tax reports due. 
May 20—— 
Gasoline tax reports and payment due. 


KANSAS 
May 10—— 
Malt beverage reports and taxes due. 
May 15—— 
Carriers’ gasoline tax reports due. 
Compensating tax reports and payment due. 
Motor carriers’ gross ton mileage tax reports 
and payment due. 
May 20—— 
Sales tax reports and payment due. 
May 25—— 
Gasoline tax reports and payment due. 
May 31 


Express companies—last day to file gross re- 
ceipts reports. 











KENTUCKY 
May 2—— 
Stored distilled spirits tax due. 
May 10 


Alcoholic beverage reports due. 
Gasoline tax reports due from refiners and 
importers. 
May 15—— 
Motor vehicle fuel (other than gasoline) re- 
ports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports and 
payment due. 
May 20—— 
Oil production tax reports and payment due. 
May 31 
Dealers’ and transporters’ gasoline tax reports 
and payment due. 





LOUISIANA 
May 1—— 
Public utility license and pipe line transporta- 
tion taxes due. 
Wholesalers’ tobacco tax reports due. 
May 10 
Importers’ gasoline tax reports and payment 
due. 
Importers’ kerosene tax reports and payment 
due. 
Importers’ light wine and beer reports due. 
Importers’ lubricating oils reports due. 
May 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax returns and first tax installment 
due. 
Information returns due. 
Intoxicating liquor manufacturers’ and deal- 
ers’ reports due. 
Wholesalers’ tobacco reports due. 

May 20—— 
Dealers’ 
due. 
Dealers’ 
due. 
Light wine and beer manufacturers’ and deal- 

ers’ reports due. 
Lubricating oils taxes and reports due. 


New Orleans sales tax reports and payment 
due. 


Petroleum solvents reports due. 
Sales tax reports and payment due. 





gasoline tax reports and payment 


kerosene tax reports and payment 
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MAINE 


Express company reports due. 

Gasoline tax due. 

Insurance company premiums tax due. 
May 10—— 


Manufacturers’ and wholesalers’ malt bever- 


age tax due. 
May 15— 
Gasoline tax reports due. 
Parlor car company reports due. 


MARYLAND 
May 1—— 
Chain store tax due. 
Express, telegraph and 
pany license fees due. 
May 10—— 
Admissions tax due. 
May 31—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 


MASSACHUSETTS 
May 1—— 
Life insurance company tax returns due. 
May 10—— 


Alcoholic beverage tax reports and payment 


due. 
May 15— 
Cigarette distributors’ tax reports due. 
May 31 


Gasoline tax reports and payment due. 





MICHIGAN 
May 1—— 


Gas and oil severance tax reports and payment 


due. 
May 5—— 
Carriers’ 
due. 
May 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
May 20—— 


ment due. 


delinquent. 


MINNESOTA 
May 1—— 
Bank share tax reports—first day to file. 
Iron severance tax reports due from carriers. 
May 10—— 
Brewers’, manufacturers’ and wholesalers’ al- 
coholic beverage reports due. 
Iron severance tax reports due from carriers. 
Royalty tax due. 
May 15—— 
Interstate motor carriers’ mileage tax due. 





May 25—— 

Gasoline tax payments due. 
May 31—— 
Royalty tax—last day to pay. 


MISSISSIPPI 
May 1—— 
Property tax (second semi-annual installment) 
due. 
May 5—— 
Factory reports due. 
May 10—— 
Admissions tax reports and payment due. 
May 15—— 
Distributors’, retailers’ and wholesalers’ light 
wine and beer reports due. 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Tobacco distributors’, manufacturers’ 
wholesalers’ reports due. 
Use tax reports and payment due. 


and 


transportation com- 


gasoline tax reports and payment 


Distributors’ gasoline tax reports and pay- 


Gas and oil severance tax reports and payment 
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MISSOURI 





May 1 
Insurance company premiums tax due. 


Last day for express companies to file gross 


receipts tax reports and to pay tax. 
May 5—— 


Non-intoxicating beer permittees’ reports due. 





May 15—— 

Franchise tax due. 

Gasoline tax reports due. 

Retail sales tax reports and payment due. 
May 25—— 

Gasoline tax due. 


MONTANA 
May 15— 
Brewers’ and liquor wholesalers’ tax reports 
and payment due. 
Electric company gross earnings reports and 
taxes due. 
Gasoline tax reports and payment due. 
May 20—— 
Crude petroleum reports due from dealers, re- 
finers, producers, and transporters. 
May 30—— 


Telephone company tax reports and payment 


due. 
May 31—— 
Foreign corporation reports—last day to file 
in counties. 
Property tax (semi-annual installment) due. 


NEBRASKA 

May 1—— 

Real property tax (first installment) due. 
May 15—— 

Alcoholic beverage manufacturers’ and whole- 

sale distributors’ reports due. 

Gasoline tax reports and payment due. 

Imitation butter reports and taxes due. 
May 20—— 

Non-resident motor carriers’ reports due. 
May—Last Monday—— 

Intangibles property tax returns due. 


NEVADA 
May 1—— 

Bee owners’ reports due. 
May 25—— 
Dealers’ 
due. 


Fuel users’ tax reports and payment due. 


gasoline tax reports and payment 


NEW HAMPSHIRE 
May 1—— 
Domestic insurance company premiums tax 
reports due. 
Guaranty savings bank and trust company, 
etc., reports due. 
May 10—— 
Alcoholic beverage reports and taxes due. 
May 15—— 
Gasoline tax reports due. 


NEW JERSEY 
May 1—— 

Bank share tax (quarterly installment) due. 
Property tax (quarterly installment) due. 
May—First Tuesday—— . 

Electric, express, gas, oil and pipe line, parlo! 
and sleeping car, telegraph and telephone 
company reports due. 

May 10—— 


Excise tax reports and payment due from in- 


terstate busses. 


Gross receipts tax reports and payment due 


from busses and jitneys in municipalities. 
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May 15— 
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" Aleoholic beverage reports and taxes due from | May 10——_ May 1—— : 
manufacturers, distributors, Admissions tax reports and payment due. Passenger motor carriers’ taxes due. 
le Bross transporters, and warehousemen. Alcoholic beverage reports due from class A| May 15—— 
” Domestic corporation franchise tax reports and B permittees. Alcoholic beverage sales reports due; tax due 
and payment due. May 15—— 30 days after reports filed. 
rts due, Mf yay 20 — use tax reports and payment due. yore tax ss ape rer —— 
ah : tail lic orts and ay Q--— ales tax reports and paymen ue. 
—— _ ee oe Dealers’ gasoline tax reports due. Use tax reports and payment due. 
on —— : May 30—— 
Carriers’ gasoline tax reports due. “ae oe gasoline tax reports due. TENNESSEE 
——— - ‘ Gasoline tax due. May -—— 
Distributors’ gasoline tax reports and pay-| Rolling stock reports of equipment, freight| Cottonseed oil mill reports due. 
ment due. and sleeping car companies—last day to file. | May 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
OKLAHOMA Last day to file alcoholic beverage reports. 
May 1—— May 20—— ° 
Oil, gas and mineral gross production tax Distributors’ gasoline tax reports and pay- 
reports and payment due. ment due. 
Property tax installment due. 
May 5—— TEXAS 
due. Mine operators’ (other than coal mines) re-| May 1—— 
ports due. Franchise tax due. 
May 10—— May 15— . 
Airports’ gross receipts tax reports and pay- —— dealers’ reports and taxes due. 
ment due. ay 
NEW MEXICO Alcoholic beverage reports and payment due. vata reports and payment due. 
ay 
reports [jj May 1—— May 15—— 7 
, Bank tax py: gg Gasoline tax reports and payment due. ae _— production tax reports and pay 
rts and Seneaee Vee: ae Sales tax reports and payment due. Natural gas productions tax reports and pay- 
Property tax (semi-annual installment) due. May 20—— saint: ie. 
e. May 15— Coal mine operators’ reports due. Oil production tax reports and payment due. 
Occupational gross income tax reports and} Diesel fuel tax reports and payment due. Theatres’ prizes and awards tax reports and 
lers, re- payment due. Use tax reports and payment due. payment due. 
Oil and gas severance gross production re- 
ports due. 
yayment Severance tax reports and payment due. OREGON UTAH 
May 20—— oe ag A line t ts and payment 
teens Motor carriers’ reports and taxes due. Be — tax reports and payment due. ~— gasoline tax reports and payme 
ES Day 25— ‘Alcoholic beverage tax reports and payment| Liquor licensees’ reports due. 
) due Gasoline tax reports and payment due. non p paymen May 15—— 
dong compensating tax reports and payment Gasoline tax reports and payment due. pe etssganned and — gasoline tax re- 
; Motor carriers’ reports and taxes due. turns and payment due. 
Sales tax returns and payment due. 
Use tax returns and payment due. 
due. NEW YORK 
May 15—— 
1 whole- Franchise (income) tax returns and first tax VERMONT 
installment due. May 10—— a t 
e. Savings bank tax (franchise) and reports due. Alcoholic beverage tax reports and paymen 
e. Transportation and transmission company ad- due. 
ditional tax reports and payment due. “— angel — ee 
ue. May 20 ectric light and power company 
: . reports due. 
Alcoholic beverage taxes and reports due. May 31 
May 25—— Gasoline tax reports and payment due. 
New York City conduit company taxes and Tax due on deposits in national banks. 
reports due. 
New York City public utility excise tax re- PENNSYLVANIA 
turns and payment due. May 10——_ ; - VIRGINIA 
May 31 Importers’ spirituous and vinous liquor re- ~~ ee ‘ 
4 ports due. anal company property tax returns due. 
ayment — ol Neal ete., company reports Malt beverage reports due. Car and car trust company property tax re- 
- ‘ due. 
Insurance company premiums tax reports and | May 15—— turns 
due. payment — de - Income tax (second installment) due. ee property tax —— _ 
Manufacturers’ alcoholic beverage tax reports ae en on Ssion company property tax 
and payment due. u ue. 
: Philadelphia income tax law—employer's re-| Public utility taxes due. 
Laie NORTH CAROLINA turn of tax withheld due. Railroad company property tax returns due. 
ims tax May 10—— May 31 May 10—— 
Aleoholic beverage tax reports due. Beer dealers’, bottlers’ and manufacturers’ re- 
ympany, Carriers’ gasoline tax reports and payment Gasoline tax reports and payment due. ports due. 
due. 
— May 15— RHODE ISLAND 
: Sales tax reports and payment due. May 10—— 
Spirituous liquor tax due. Manufacturers’ alcoholic beverage tax reports 
Use tax reports and payment due. due. 
May 20—— Tobacco products tax reports due. 
Distributors’ gasoline tax reports and pay- May 15—— 
ment due. Gasoline tax reports and payment due. 
) due. 
due. 
NORTH DAKOTA SOUTH CAROLINA 
ae 5 4 a bil tility f hise tax d May 20—— 
>lephone Bank share reports due. ube utility franchise tax due. pd 
Telephone company reports due. May 10 Gasoline tax reports and payment due. 
May 15~ Admissions tax reports and payment due. 
from in- Alcoholic beverage transactions tax reports| Last day to file power tax returns and pay WASHINGTON 
and payment due. tax. May 1 
ent due Gasoline tax reports and payment due. May 20—— Private car company property tax returns 
ilities. Interstate motor carriers’ tax due. Gasoline tax reports and payment due. due. 
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May 10—— 

Brewers’ and manufacturers’ 
reports due. 

May 15 
Admissions tax reports and payment due. 
Butter substitutes reports and taxes due. 
Gasoline tax reports and payment due. 
Gross income tax returns and payment due. 


malt products 





Public utility gross operating tax reports and 
payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
May 31 
Property tax 





(semi-annual installment) due. 


WEST VIRGINIA 

May 1—— 

Bank share tax due. 

Property tax returns due. 

Property tax (semi-annual installment) due. 
May 10— 

Alcoholic beverage tax reports and payment 

due. 

May 15—— 

Sales tax reports and payment due. 
May 30—— 

Gasoline tax reports and payment due. 


WISCONSIN 
May 1—— 
Beer tax reports due. 
Boats and vessels reports and taxes due. 
Coal dock reports due. 
Grain elevator reports due. 
Scrap iron and steel docks’ reports due. 
May 10—— 
Alcoholic beverage tax reports due. 
Logs and timber reports due. 
Tobacco products tax returns due. 
May 20—— 
Gasoline tax reports and payment due. 





WYOMING 
May 1 
Railroad property tax returns due. 
May 10—— 


Bank share tax (semi-annual installment) due. | 


Carriers’ gasoline tax reports due. 
Property tax (semi-annual installment) due. 
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May 15—— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 

May 20—— 
Motor carriers’ tax and reports due. 


FEDERAL 
May 15—— 


Corporation income tax and excess profits tax | 


return due for fiscal year ended February 
29. Form 1120. 

Entire income-excess profits tax or first quar- 
terly installment due on returns for fiscal 





year ended February 29. Forms 1040, 1041, 
1120, 1120H, 1120L. 
Entire income tax or first and second quar- 


terly installments due under general exten- 
sion (citizens abroad, etc.) for fiscal year 
ended November 30, with interest at 6% 
from February 15 on first installment. Form 
1040 or 1120. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended November 30. Forms 1040, 
1120NB. 

Fiduciary income tax return due for fiscal 
year ended February 29. Form 1041. 





Foreign partnership return of income due by 
general extension for fiscal year ended No- 
vember 30. Form 1065. 

Individual income tax return due by general 
extension for fiscal year ended November 30, 
in case of American citizens abroad. Form 
1040. 

Individual income tax return due for fiscal 
year ended February 29. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year ended 
February 28, 1939. Forms 1040B, 1040NB, 
1040NB-a, 1120NB. 

Life insurance company income tax return 
due for fiscal year ended February 29. Form 
1120L. 

Monthly information return of stockholders 
and directors of foreign personal holding 
companies due for April. Form 957. 

Nonresident alien individual income tax re- 
turn due for fiscal year ended November 30. 
Form 1040B. 


Two New Issues of Current Interest . 


SUGGESTED PROVISIONS FOR CORPORATE 
MORTGAGES AND INDENTURES 


Here is a new help for drafting sound corporate mortgages 
and indentures under the new Trust Indenture Act of 1939. 
Compiled jointly by five of the country’s largest banks, six of 
the nation’s outstanding law firms, the SEC likes it. 

“Mandatory” and “permissive” provisions under the new 
Act are set forth in detail. Printed on right hand pages only, 
every type page has a blank page facing it. 
find this helpful for memoranda and marginal notes on each 


particular instrument. 


134 pages, 8% x 11, heavy paper covers. 
per copy; 10 copies, $16; 25 copies, $30. 


—- ( 


Many may 


and office use. 
Price, $2 





68 pages, 6 x 9, heavy paper covers. 
2-copy lots. Price, 2 copies for $1. 
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May 15—continued 

Nonresident alien individual income tax ; 
turn due (no U. S. business or office) fo 
fiscal year ended November 30. fo; 
1040NB. 

Nonresident foreign corporation income tay 
return due for fiscal year ended Novembe 
30. Form 1120NB. 








Partnership return of income due for fiscal 
year ended February 29. Form 1065. 


Personal holding company returns due for 
fiscal year ended February 29. Form 1120H, 


Resident foreign corporations and domestic 
corporations with business and books abroad 
or principal income from U. S. possessions 
—returns due for fiscal year ended Novem- 
ber 30 by general extension. Form 1120, 


Second quarterly income-excess profits tax 
payment due for fiscal year ended November 
30. Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due on 
returns of nonresidents for fiscal year ended 
August 31, 1939. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for April. Form 838. 

Third quarterly income-excess profits tax pay- 
ment due for year ended August 31, 193). 
Forms 1040, 1041, 1120, 1120H, 1120L. 


May 20—— 


Monthly information return of ownership cer- 
tificates and income tax to be paid at source 
on bonds due for April. Form 1012. 


May 30—— 
Admissions, dues and safety deposit box rent- 
als tax due for April. Form 729. 


Excise tax on electrical energy, telegraph and 
telephone facilities and transportation of oil 


by pipe line due for April. Form 727. 


Excise tax on lubricating oils, fancy wooden 


matches, and gasoline due for April. Form 
726. . 

Excise taxes on sales due for April. Form 728. 

Processing tax on oils due for April. Form 
932. 

Sugar (manufactured) tax due for April. 


Form 1 (Sugar). 


Uniform Accounting Requirements 


for Financial Statements } 


This handy new booklet, titled “S-X”, sets forth the full 
text of the 93 sweeping new rules governing in specific detail 
the form and content of financial statements required to be 
filed as a part of applications for registration or reports under 
both the Securities Act and the Securities Exchange Act. 

Commercial and ¢ 
houses, committees issuing certificates of deposit, bank holding 
companies and banks will find the book invaluable for staff 


industrial organizations, investment 


Sold only in 


COMMERCE) CLEARING; HOUSE, ING.. 


LOOSE LEAF SERVICE DIVISION OF THE CORPORATION TRUST COMPANY 


214 N. MICHIGAN AVE., CHICAGO 
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CURRENT-BOOtS OF 


The Business Man’s Stake in Government Finance, 
by Harley L. Lutz. Published by the Graduate School 
of Business, Stanford University, California. pp. 119. 


This booklet contains five lectures which were pre- 
sented at the 1939 Conference for Business Executives 
held on the Stanford University campus under the 
auspices of the Graduate School of Business. 


An avowed laissez faire doctrinaire might be hard 
put to vie with Dr. Lutz in anti-New Deal verve as 
exemplified in these lectures, which berate current 
fiscal policies of the Federal Government, present in- 
come taxes,! death taxes, and, for good measure in 
crusading right-wing persuasion, go beyond many of 
even the most ingrained conservatives in opposing the 
abrogation of tax exemption on future issues of gov- 
ernment securities. 


Dr. Lutz apparently assumes that economic realities 
are innately sordid and that nothing can effectively 
be done about it. At any rate, he bludgeons idealism 
in taxation by associating it with romanticism and 
describing it as “a fanciful attitude that is not bound 
to earth by any regard for sordid realities.” 


The argument and supporting data in the booklet 
will well serve a debater in preparing a case against 
the present fiscal policies of the government, the fed- 
eral income tax structure,’ death taxes, or the taxation 
of public securities—Eric G. Leander. 


The Federal Income Tax, by Roy G. and Gladys 
C. Blakey. Longmans, Green and Company, New 
York. pp. v, 640. Price $7.50. 
Professor and Mrs. Blakey state the general character 
and purposes of their investigation reported in this 
large volume in the following words. 


?As is indicated by a footnote in the booklet (p. 14), one of the 
faults assigned to the federal income tax in the lecture entitled 
“The Business Man’s Stake in Government Finance’’ was subse- 
quently corrected by Congress in the provision of the Revenue Act of 
1939 restoring a net operating loss deduction. 
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INTEREST 


“ 


this study indicates how economic, political, legal 
and administrative considerations have worked to create the 
income tax that we have and it also indicates how they are 
working to change it in the future. Laymen and even many 
specialists, including practitioners who know the terms of the 
current statutes and decisions, frequently exhibit only a 
superficial knowledge of the tax and of the law. It is only 
through an understanding of the changes and of the forces 
that bring them about that they or other students can have 
a real grasp of the income tax. The purpose of this volume 
is to fill the gap thus indicated, to meet a need not met by 
any other work published since the adoption of the Sixteenth 
Amendment.” 

The presentation, although treated by the authors 
as a unified monograph, is divisible into three parts. 
The first part comprehends the first 477 pages and 
undertakes to interpret the history of federal income 
taxation since the issue was originally developed in 


the early Civil War period. 


The second part includes several chapters (pages 
478 to 558) analyzing certain policy factors in federal 
income taxation in the light of the historical back- 
ground. This analysis is brought to completion in 
Chapter XXIV (pages 559 to 577) in which the au- 
thors state their general conclusion in the form of 
provisional answers to the following questions. 


“Now that we have traced the evolution of the federal 
income tax, how shall we evaluate it? What judgment shall 
we place upon it? Is it the most efficient and effective measure 
that we could adopt for raising necessary revenue? Or, is it 
just another tax, another device, to squeeze funds from the 
people, a cunning method of extracting revenue? Or, does 
our adoption and development of the income tax have some 
deeper significance, some fundamental relation to basic eco- 
nomic and political issues in the United States?” (page 559) 


The third part of the volume includes an appendix 
(pages 579 to 600) in seventeen parts forming a sort 
of compendium of information useful in the interpreta- 
tion of the entire volume; a bibliography (pages 601 
to 620) which should prove exceedingly helpful to all 
students of federal taxation especially in respect of 
official documents; and an index (pages 621 to 640) 
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which, from a sample check, appears to be entirely 
adequate for ordinary purposes. 

In the light of the scattered systematic material 
respecting the history of the federal income tax in the 
United States, Professor and Mrs. Blakey have made 
an outstanding contribution.* The present volume, 
however, is not merely the result of assembling 
earlier materials. Here the authors have undertaken 
the laborious task of examining the political, economic, 
and legal phases of the legislative history especially 
for the period subsequent to 1908. ‘The authors have 
essayed the task of finding out the political, economic, 
personal, and other forces which have brought about 
the introduction, amendment, and enactment of in- 
come tax legislation throughout the history of the 
country. Essentially the emphasis has been placed 
on clarification of these policy questions, but the 
broader phases of administrative development, particu- 
larly those having a bearing on subsequent legislation, 
have been analyzed. Although the broad sweep of 
income tax statistics has been set out, the authors 
have not undertaken detailed statistical analysis of 
the operation of the tax; neither have the authors 
attempted to trace the details of administrative de- 
velopments, although they clearly recognize and 
appropriately emphasize the significance of the ad- 
ministrative process. 

Although all students of taxation, it may be sup- 
posed, will immediately agree that, viewing federal 
income taxation from the policy angle, the Blakeys 
have written clearly the most indispensable study in 
the literature; nevertheless, they have been compara- 
tively modest in reaching specific conclusions. It 
seems to the present reviewer, however, that there 
could be little controversy respecting the findings 
which are’expressly set out. It is of interest in this 
connection that the authors strongly hint that a more 
comprehensive appraisal may yet be expected. Those 
who appreciate the necessity for deliberation in such 
matters can not but hope that the Blakeys will in 
some connection more completely develop their own 
views with respect to the operation of the federal in- 
come tax and particularly with regard to the neces- 
sary steps in its improvement. 

In general the form of the monograph is substantially 
what might be expected in reporting such an investiga- 
tion. Were the pages very much smaller, difficulties 
with tabulation and with the few charts which are 
interspersed might well have been experienced ; how- 
ever, the individual pages are too big for comfortable 
reading. Although most of the text is interestingly 
written, and in numerous spots the lively enthusiasm 


1a As a matter of fact, much of the most important secondary ma- 
terial heretofore available was written by the same authors and 
largely published in the American Economic Review from March, 


1914 to the present time (see page 615 for a complete list of these 
publications). 
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of the authors is clearly apparent, it is a fact that the 
reading difficulties are due in considerable part to the 
incorporation of many numerals and to the form in 
which they are written.? In the light of the contribu- 
tions which a number of individuals have made to the 
history of federal income taxation, it is a pity that 
some of the photographs which the Blakeys have 
published separately * could not have been incorpo- 
rated in the present volume. 

The defects in the study supplied very largely by 
the book manufacturer rather than by the authors 
should not obscure the preéminent excellence of this 
history of one of the most important revenue devices 
thus far utilized by the United States. The authors, 
due to their sustained interest in the problem, to their 
exceptional opportunities, and to their scholarly com- 
petence, have made an outstanding contribution to 
tax literature. James W. Martin, Director, Bureau of 
Research, University of Kentucky. 


Trends in Highway Finance, by Robert Ford and 
Marvin A. Bacon. Michigan Pamphlets No. 5, Bureau 
of Government, University of Michigan, Ann Arbor. 
pp. 20. 


2? On the first half of page 213, for example, twenty-nine numerals 
appear in the text, and many have more than seven digits. 
3 Taxes—The Tax Magazine, March, 1940, pp. 139 ff. 
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INTERPRETATIONS 


U. S. Supreme Court 


Closing Agreement — Validity — Burden of Proof.— The 
Commissioner, alleging fraud, set aside a closing agreement 
entered into with respect to taxpayer’s liability for 1925. The 
Board of Tax Appeals found fraud in fact and held that the 
agreement was properly set aside. The evidence being sub- 
stantial to support such finding, the Board’s conclusion must 
be accepted. 


Reversing decision of the Circuit Court of Appeals for the 
Third Circuit, 39-2 ustc 99600, 105 Fed. (2d) 552, which 
reversed Board of Tax Appeals decision, 34 BTA 59, CCH 
Dec. 9253.—U. S. Supreme Court, in Guy T. Helvering, Com- 
missioner of Internal Revenue v. John Kehoe. No. 419, Octo- 
ber Term, 1939. 


Income from Short-term Trust —Grantor’s Taxability. — 
Income of a trust which was to endure for five years, except 
that the trust would end on the earlier death of the grantor 
or the beneficiary, his wife, was taxable to the grantor in 
1934 under Sec. 22(a) of the 1934 Act. The grantor was 
trustee with sole discretion as to amounts which should be 
distributed to his wife and had wide powers of control over 
the corpus. It is held that the short duration of the trust, 
the fact that the wife was the beneficiary, and the fact of 
the retention of control over the corpus lead to the conclusion 
that the grantor continued to be the owner for income tax 
purposes. “We have at best a temporary reallocation of 
income within an intimate family group.” ‘Two dissents. 


Reversing Circuit Court of Appeals for the Eighth Circuit, 
394 CCH J 9626, 105 Fed. (2d) 586, which reversed Board of 
Tax Appeals memorandum decision, CCH Dec. 10,446-B.— 
U. S. Supreme Court, in Guy T. Helvering, Commissioner of 
Internal Revenue v. George B. Clifford, Jr. No. 383, October 
Term, 1939. 


* * * 


Sec. 166, 1934 Act, does not warrant taxing income from a 
short-term trust to the grantor. Since the Commissioner based 
his claim to taxability only on Sec. 166, the court will not 
permit him to raise for the first time now the contention that 
the income was taxable to the grantor under Sec. 22(a) of the 
1934 Act.t 

Affirming Circuit Court of Appeals for the Second Circuit, 
394 CCH $9550, 104 Fed. (2d) 1013, which affirmed Board 
of Tax Appeals decision, 37 BTA 1065, CCH Dec. 10,058— 
U. S. Supreme Court, in Guy T. Helvering, Commissioner of 


Internal Revenue v. Meredith Wood. No. 384, October Term, 
1939. 


Statute of Limitations.—A fiduciary return, filed by a trust 
company on Form 1041, which accurately set forth income, 
deductions, net income, and distributable shares, was suffi- 
cient to start the running of the statute of limitations on 
assessment of a deficiency determined on the basis that the 
trust company was taxable as a corporation. Therefore, the 
two-year period in section 275(a) of the 1932 Act is applicable, 
instead of the four-year period in section 275(c) (four years 
after the latest filing of the shareholder’s return where the 
corporation makes no “return of the tax,” and the share- 
holders report their distributive shares). The parties having 
agreed that the Form 1041 was a “return of the tax in respect 
of which the liability arises” so as to confer jurisdiction on 
the Third Circuit under section 1002(a) of the 1926 Act, as 
amended, and the court concurring in this view, it follows 
that the return was a “return of the tax” for the purpose of 
the assessment period. 


Reversing Circuit Court of Appeals, Third Circuit, 106 Fed. 
(2d) 139, 394 CCH 9617, which reversed Board of Tax 
Appeals memorandum opinion, CCH Dec. 10,423-A.—U. S. 
Supreme Court, in Germantown Trust Co., Trustee of German- 
town Trust Co. Bond Investment Fund v. Commissioner of 
Internal Revenue. No. 462, October Term, 1939. 


Appellate and Lower Courts 


Basis of Gain or Loss after Tax-Free Exchange.— Transfer 
to petitioner corporation in 1930 of a contract to receive 
certain installment payments is held to have been a transfer 
under section 112 (b) (5) of the 1928 Act (transfer of prop- 
erty to a controlled corporation), and therefore nontaxable. 
The basis of the installment obligations in taxpayer’s hands 
for the purpose of determining gain on 1931 collections on 
the obligations is therefore the same as it had been in the 
hands of the transferor. The court finds without merit the 
taxpayer’s contention that the entire profit on the sale covered 
by the installment contracts should have been reported by the 
transferor in 1929. The transferor did not so report the sale, 
and the principle of estoppel is applicable. Nor should the 
profit have been reported by the transferor in 1930. The 
following questions relating to transfers to controlled cor- 
porations are discussed: Relation of section 44 (d) (disposi- 
tion of installment obligations) to section 112; motive of 
transfer; separately-owned properties; money as “property”; 
unified plan of transferors; control immediately after transfer. 

Affirming Board of Tax Appeals decision, 38 BTA 757, CCH 
Dec. 10,452, reported at 393 CCH J 7050.—U. S. Circuit Court 


of Appeals, First Circuit, in Portland Oil Co. v. Commissioner 
of Internal Revenue. No. 3444. 
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Business Expenses—lIncreases in Officers’ Salaries—Deduct- 
ibility—Salary increases for 1936 voted in October, 1936, in 
part retroactively, to two officers of a corporation who also 
owned all of the corporate stock are disallowed as expenses 
on the facts. Substantial salary increases had been voted to 
the two officers at the beginning of the year; in October, 
1936, drawing accounts were in excess of salaries; cash posi- 
tion of corporation was not good; and corporation was in 
debt to the two stockholders.—U. S. District Court, Western 
Dist. of Washington, Southern Division, in Wenatchee Bottling 
WVorks v. Thor W. Hendricksen, Acting Collector of Internal 
Revenue, Dist. of Washington. No. 107. 


Capital Stock Tax—Constitutionality—In upholding the 
constitutionality of Sec. 215 of the NIRA, the court denies 
the contention that the statutory use of a taxpayer’s declared 
value of its capital stock as a basis for the capital stock tax, 
rather than some other “actual” value, renders the tax so 
arbitrary as to be unconstitutional—U. S. District Court, 
Southern Dist of New York, in Midvale Paper Board Co., Inc. 
v. United States. Civil No. 5-415. 


Carry-over of Net Loss in 1932—Trade or Business.—In 
1931, in addition to his businesses of race horse breeding and 
of contractor, taxpayer was engaged in buying and selling 
real estate. He carried on all negotiations for purchase and 
sale, visited and inspected properties purchased and consid- 
ered, and supervised repairs. These activities were regular 
and recurrent over a period of years. It is held that he was 
in the business of buying and selling realty, and that a net 
loss sustained in such activities in 1931 was includible in a 
net loss from trade or business which was deductible in 1932. 

Reversing Board of Tax Appeals memorandum decision, 
CCH Dec. 10,545-A.—U. S. Circuit Court of Appeals, Seventh 
Circuit, in John Marsch v. Commissioner of Internal Revenue. 


No. 7028. 


Claim for Refund—Basis.—Where taxpayer filed a claim 
for refund based upon the ground that only one-half of the 
gain from the sale of stock was taxable to her, she may not 
maintain a suit on the ground that the gain was a partnership 
transaction and that none of the gain was taxable to her. 
Taxpayer deposited stock owned by her individually as col- 
lateral for loans to a partnership of which she was a member. 
The stock was sold by the borrower for an amount in excess 
of taxpayer’s cost and the proceeds were applied toward the 
partnership debt. It is held that the entire gain was taxable 
to taxpayer in 1930, the year in which the stock was sold. 
The stock was deposited with the understanding that it was 
to remain taxpayer’s and was to be returned to her in case 
it was not needed to bolster the partnership’s margin account. 
—U. S. District Court, Southern Dist. of California, in Ethel 
B. Burns v. United States. No. 8422-J. 


Claim for Refund—Untimely Suit—Taxpayers filed timely 
claims for credit and for refund with respect to their 1917 
taxes, both claims asking for adjustment of the same item. 
The claims for credit were subsequently made the subjects 
of overassessments in 1923. Suits commenced in 1935 are 
dismissed where 1933 formal amendments of the original 
timely claims for refund were of no effect, there being no 
pending claims upon which amendments could be grafted. 
The Commissioner’s action on the credit claims was a com- 
plete adjustment of the income tax liability for 1917, and 
therefore a rejection of the refund claims. 

Affirming District Court decision reported at 38-1 ustc 
§ 9026.—U. S. Circuit Court of Appeals, First Circuit, in 
Harold S. Edwards v. John F. Malley, Former Collector; Francis 
Baron Barnby v. Same; Harold S. Edwards,,Exr. v. Same; 
James Garfield, Special Admr. v. Same. Nos. 3397-3400. 


Estate Tax—Revocable Trusts.—Grantor created trusts in 
1917 for the benefit of his son and daughter. He reserved 
the right to revoke the trusts on the giving of six months’ 
notice. On revocation the corpus was to go to the beneficiaries. 
It is held that, by reason of the reservation of the power to 
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revoke, the trusts were includible in his gross estate under 
Sec. 302 of the 1926 Act (as amended), on his death in 1934. 
and that such section does not violate the Fifth Amendment. 
—U. S. District Court, Western Dist. of Pennsylvania, in 
Wiliam Larimer Mellon and Thomas Mellon, Exrs., Will of 
James R. Mellon, Deceased v. William Driscoll, Collector of 
Internal Revenue, Twenty-third Dist. of Pennsylvania. No. 508, 
Civil Action. 


Expenses—Drilling Costs of Unproductive Oil Well—Loss 
or Capital Item.—Taxpayer acquired an undivided interest 
in the fee to each of several tracts of land in consideration that 
it would drill an oil well on each tract and pay for its interest 
out of oil proceeds. It is held that the drilling cost as to an 
unproductive well (1935) was not deductible as a loss but 
represented the purchase price for an interest in the land. 

Reversing District Court decision 39-1 ustc { 9464, 27 Fed. 
Supp. 304.—U. S. Circuit Court of Appeals, Ninth Circuit, in 
United States v. Sentinel Oil Co. No. 9239. 


Forgiveness of Indebtedness—Debtor Solvent.—On June 7, 
1928, three creditors of the taxpayer forgave indebtedness to 
it. On the facts, it is held that the taxpayer was insolvent 
at the time the indebtedness was forgiven, so that no income 
resulted to the taxpayer as the result of the forgiveness.— 
U. S. Court of Claims, in F. W. Sickles Co. v. United States. 
No. 43168. 


Forgiveness of Indebtedness—Previously Deducted Interest 
—Constructive Receipt—Where, over a period of years, a 
trust, the sole stockholder of a corporation, loaned money 
to the corporation and the corporation, reporting on an accrual 
basis, accrued and deducted interest on the loan without pay- 
ing any of the interest to the sole stockholder, which reported 
on the cash basis and did not return any of the accrued 
interest as income, and during the taxable year 1933 the sole 
stockholder canceled and forgave the interest indebtedness 
thus accrued and deducted from income by the corporation, 
and the corporation at the time of cancellation was thoroughly 
solvent, the cancellation and relinquishment of the interest 
indebtedness by the sole stockholder to the debtor corporation 
resulted in taxable income to the corporation. 

There was no constructive receipt in 1932 by the trust as 
to interest due it from the corporation. This amount was 
restored to income of the corporation in 1933 by reason of 
the debt cancellation and book entries of the corporation in 
deducting it did not serve to make it taxable to the trust 
stockholder under such circumstances. 

Reversing Board of Tax Appeals decision, 38 BTA 960, 
CCH Dec. 10,475, reported at 401 CCH J 77.087 and 399.299.— 
U. S. Circuit Court of Appeals, Eighth Circuit in Guy T. 
Helvering, Commissioner of Internal Revenue v. Jane Holding 
Corp. Edward Mallinckrodt, Jr., et al., Trustees, etc. v. Guy T. 
Helvering, Commissioner of Internal Revenue. Nos. 11,520, 
11,522. 


Lien of Tax—Priority—The United States has priority by 
reason of its tax lien on taxpayer’s bank account where notice 
of its lien was filed after an assignee of taxpayer’s creditor 
had levied an attachment against the bank account but before 
he obtained judgment. 

Affirming District Court decision —U. S. Circuit Court of 
Appeals, Ninth Circuit, in Alexander MacKenzie v. United 
States. No. 9299. 


Loss—Stock Worthlessness v. Reorganization.—Loss is 
allowed for 1932 by reason of taxpayer’s original investment 
in a bank which closed in 1932. In that year, he was notified 
of his liability for payment of one hundred percent of the 
par value of his stock in the closed bank. He was given an 
election to subscribe to stock in a reorganized bank and to 
apply the one hundred percent assessment toward the pur- 
chase of shares in the new bank. This was not an exchange 
of stocks in reorganization, for he surrendered no stocks.— 
U. S. District Court, Dist. of Massachusetts, in United States 
v. Mary IV. Paine. Law No. 7206. 
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Loss on Stock Sales—Deductibility—Good Faith.—In 1932, 
in order to create capital loss deductions, the plaintiff sold at 
a loss shares of stock which she had held for more than two 
years. It is held that on the evidence the plaintiff did not sustain 
the burden of proving that the sales were made in good faith. 
[he purchaser, an intimate friend of plaintiff’s husband, knew 
that the two corporations involved had lost money; although 
he was an experienced investor, he made no investigation of 
the companies* shortly after the sales the plaintiff repurchased 
the stock. It is therefore held that the losses were not 
deductible—U. S. District Court, Dist. of Massachusetts, in 
Dorothy D. Hamlen v. United States. Law No. 6954. 


Payments on Purchase Price—Breach of Contract—When 
Income.—In 1929, upon the signing of a contract to sell their 
house for $185,000, petitioners received $35,000. By agree- 
ment, $25,000 was received in 1930 for an extension of the 
closing date. On the day fixed for the closing in 1931, the 
purchasers refused to go through with the transaction. Peti- 
tioners’ suit for specific performance, begun in 1933, was 
dismissed in 1934. It is held that although the contract was 
ended in 1931, the effect of the suit was to keep the contract 
alive until 1934, at which time, as a result of the court’s 
decision, the amounts received were income. “Not until then 
was the $60,000 severed from a prospective sale of real estate 
and realized as a clear profit.” 

Affirming Board of Tax Appeals decision, 39 BTA 940, 
CCH Dec. 10,700, reported at 401 CCH J 398.3345.—U. S. 
Circuit Court of Appeals, Second Circuit, in Harry F. Doyle 
and Lucy J. Doyle v. Commissioner of Internal Revenue. 


Personal Holding Company—Deduction for Retirement of 
Indebtedness.—There being no burden on the taxpayer of 
proving some definite plan of retirement of indebtedness in 
order to establish its right to a deduction therefor, a reason- 
able amount, voluntarily and without specific requirement in 
the terms of the indebtedness, set aside for that purpose is 
deductible under Sec. 351 (b) (2) (B) of the 1934 Act. It is 
held, further, that the term “amounts” as used in subdivision 
(B) may not be limited to include only payments on indebt- 
edness out of current income for the taxable year. The 
allowance of the claimed deductions having eliminated the 
deficiency, there is no penalty for failure to file a return 
within the prescribed time. 

Reversing Board of Tax Appeals memorandum decision, 
CCH Dec. 10,621-D.—U. S. Circuit Court of Appeals, Eighth 
Circuit, in Robert Hughes & Co., Inc. v. Commissioner of 
Internal Revenue. No. 11,577. 


Processing Taxes.—Contractor may recover from purchaser, 
the United States, for cotton processing taxes paid by the 
contractor to the processor and not included in the bid price 
of folding canvas cots because of reliance upon a notice by 
the government that any tax which became effective after the 
bids were opened could be added to the bid price—U. S. 
Court of Claims, in Telescope Folding Furniture Co., Inc. v. 
United States. No. 44337. 


* * * 


The Processing Tax Board of Review does not have juris- 
diction of a case where the claimant, a baking company, did 
not pay the processing taxes to the government but paid them 
to the wheat processor as part of the purchase price of flour. 

Affirming Processing Tax Board of Review dismissal 
reported at 391 CCH { 0698.—U. S. Circuit Court of Appeals, 
Eighth Circuit, in Zinsmaster Baking Co. v. Commissioner of 
Internal Revenue. Original No. 444. 


Real Estate—Installment Sale—Gain or Loss upon Repos- 
session,—In 1925 the taxpayer sold a building under a conditional 
contract of sale, on the installment basis, retaining title as 
security for full payment. In 1933, by agreement with the 
buyers to waive the remainder of the purchase price, the 
Property was repossessed. The court holds that the taxable 
gain should be measured by the difference between the market 
value of the property when repossessed and the basis of the 
obligation cancelled—U. S. District Court, Western Dist. of 
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Washington, Southern Division, in W. H. Wilcox v. Thor W. 
Hendricksen, Acting Collector of Internal Revenue, Dist. of 
IVashington. No. 8566. 

Recovery of Seized Property.—Funds in the safe deposit 
box of plaintiff’s husband were the property of plaintiff and 
her husband, and were wrongfully seized in 1935 and applied 
toward the payment of income taxes owed by the husband’s 
employer. The court allows recovery by plaintiff for herself 
and as administratrix of her deceased husband’s estate.— 
U. S. Court of Claims, in Hazel V. Kirkendall v. United States. 
No. 43504. 

Stock Acquired at Less Than Market Value—Employee— 
Basis.—Under the provisions of two separate contracts, tax- 
payer purchased a block of stock in 1928 and another in 1929, 
at less than fair market value. The stocks were sold in 1930 
and 1931. The Board found that the differential between 
value and purchase price was not additional compensation 
in the years when the shares were acquired. The court holds 
that the finding of the Board was a conclusion of law or at 
least a determination of a mixed question of law and fact, 
and concludes that the differential as to the stock purchased 
in 1928 constituted additional compensation. There being no 
estoppel, taxpayer’s basis is the fair market value at the time 
of acquisition. The second block of stock was delivered in 
1929 pursuant to a contract entered into in 1927. Taxpayer 
introduced no evidence as to the value of the stock at the 
time the contract was entered into. Accordingly, taxpayer’s 
cost basis of such stock is the purchase price. The cause is 
remanded to the Board to determine how many shares were 
sold or out of which block of stock they originated. Concur- 
ring and dissenting opinion filed. 

Remanding Board of Tax Appeals decision, 35 BTA 784, 
CCH Dec. 9612.—U. S. Circuit Court of Appeals, Ninth Cir- 
cuit, in E. R. Hawke v. Commissioner of Internal Revenue. 
No. 9191. 

Stock Transfer to Controlled Corporation — Effect. — A 
transaction did not come within the provisions of Sec. 112(b) (5), 
1932 Act, and the full gain was taxable where assetts were 
transferred to a newly formed corporation for cash and 
2,500 shares of its stock. While they were the sole stockholders 
for three days, on the third day a corporation, under terms 
of a prior agreement, purchased 3,000 shares of the new 
corporation’s stock for $180,000. Viewing the transaction as 
a whole the transferors were not in control of the corporation 
immediately after the transfer and the stock received by 
them was not substantially in proportion to their interests in 
the property prior to the exchange. 

Affirming Board of Tax Appeals decision, 36 BTA 732, 
CCH Dec. 9787.—U. S. Circuit Court of Appeals, Third Cir- 
cuit, in Samuel E. Diescher and Mrs. Samuel E. Diescher 
(Husband and Wife) v. Commissioner of Internal Revenue; 
August P. Diescher and Mrs. August P. Diescher (Husband and 
Wife) v. Commissioner of Internal Revenue. Nos. 6937 and 6938. 

Trust Income—Taxability—Grantor’s Status.—Trust instru- 
ment is construed as not giving the grantor power to revest 
in herself during the taxable year 1929 any of the corpus. 
The fact that grantor had power to terminate the trust in a 
subsequent year did not make capital gains realized on the 
conversion of assets by the trustee in 1929 taxable to her. 

Affirming District Court decision, 38-1 ustc § 9218.—U. S. 
Circuit Court of Appeals, Sixth Circuit, in United States v. 
Flannah G. Stroop. No. 8108. 


Board of Tax Appeals 


Capital Gain v. Ordinary Income—Cancellation of Employ- 
ment Contract—Non-deductible Dues.—(1) Amount received 
by an employee from his employer in consideration for the 
cancellation of a contract of employment which had several 
years to run, is taxable as ordinary income and not capital 
gain. It is not exempt as damages. The amount may not 
be reduced by the claimed value of a right to receive a pen- 
sion under the employer’s established pension plan, where the 
contract makes no mention of the'relinquishment of such 
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right and the evidence does not establish that the taxpayer 
did not thereafter continue to serve his employer in some 
other capacity. 

(2) Deduction of dues paid to the Chicago Athletic Club 
as business expenses is denied for lack of proof that the dues 
were both ordinary and necessary expenses of carrying on a 
trade or business.—George F. Gann v. Commissioner, Decision 
11,004 [CCH]; Docket 88986. 41 BTA —, No. 57. 


Capital Gains and Losses—Payments Received on Oil Pay- 
ment Contracts.—Petitioners prior to the taxable years in 
question acquired by investment certain oil payment contracts 
which by assignments and conveyances contained in such 
contracts entitled them to certain fractional interests in the 
first oil if, as, and when produced and saved from certain 
leases until either a certain number of barrels of oil or a 
certain number of dollars had been received. It was esti- 
mated that it would take from three to thirty years to realize 
all the oil or dollars to which petitioners were so entitled. 
During the taxable years in question, petitioners by virtue of 
their contracts and the production of oil on the leases in which 
they owned an interest, received certain sums of money 
which the respondent in his determinations treated as gross 
income from the properties offset by deductions for depletion 
based upon cost or percentage depletion, whichever was 
greater. It is held that the respondent’s treatment of the 
matter was proper, and that petitioners are not entitled to 
the benefit of the capital gains provisions of the 1934 and 1936 
Acts, with reference to proceeds from the oil sales since they 
did not sell or exchange any of the oil interests which they 
held during the taxable years involved.—Charles Pettit v. 
Commissioner; Bertie Pettit v. Commissioner, Decision 10,990 
[CCH]; Dockets 94292, 94293, 94799 and 94800. 41 BTA —, 
No. 42. 


Corporate Affiliation Denied—1932 Act.—On January 12, 
1932, corporate assets of the Cleveland Cab Co. were pur- 
chased by the Checker Taxi Co. in consideration of assumption 
of all the liabilities of the vendor and the issuance to it of 
sixty-one thousand shares of Checker Taxi Co. stock. As of 
January 12, 1932, petitioner owned ninety-four and twenty-six 
one hundredths percent of the capital stock of the Cab Co. 
and received a like number of shares of the Taxi Co. On 
the allegation that the Cab Co. in 1932 was an affiliated 
company, petitioner in a consolidated return for 1932 deducted 
a net loss incurred by the Cab Co. in 1931. It is held that 
affiliation should be denied under the ninety-five percent 
ownership rule of Sec. 141 of the Revenue Act of 1932.—Cab 
Sales & Parts Corp. v. Commissioner, Decision 11,015-B [CCH] ; 
Docket 89725. Memorandum opinion. 


Credit for Dependent—Unborn Child.—An unborn child is 
not a “person” for the purpose of computing the amount of 
credit for a dependent. Petitioner’s claimed credit of $400 
rather than $166.67 (from date of birth on August 11, 1936) 
is therefore denied. [From the opinion:] “Petitioners con- 
tend that during the period prior to birth, from January 1 to 
August 11, 1936, the unborn child was a person, dependent 
on and receiving her chief support from petitioners, within 
the intendment of the statute. Respondent held, and here 
contends, that the period for computing such credit dates 
from the birth of the child; that an unborn child is not a person 
within the meaning of that term as used in the revenue act. 

“We sustain the respondent. The word ‘person’ as used 
in section 25 (b) (2) is to be taken in its normal, everyday 
sense of a living human being, a man, woman, or child, an 
individual. In Daubert v. Western Meat Co., 139 Cal. 480; 69 
Pac. 297, the court stated: ‘It is not necessary, therefore, to 
follow counsel in their discussion of the question whether a 
posthumous child can, under any circumstances, recover for 
the death of its father occurring before its birth, and when 
it was only a part of her mother, and not a human being 
or person.’ 

“The interpretation which petitioners suggest is so obviously 
strained as to merit little discussion. Doubtless in this fact 
is to be found the reason why this question has never hereto- 
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fore been presented to the Board. It may also account for 
the paucity of authority in petitioners’ brief. 

“Nor is the fact that, by common law and generally by 
statute, a child en ventre sa mere is deemed to be in esse for 
the purpose of inheritance for its own benefit persuasive here. 
The credit here claimed is not for the benefit of the child but 
of the parents.”—Lloyd E. Wilson and Elsie M. Wilson v. Com- 
missioner, Decision 11,014 [CCH]; Docket 96577. 41 BTA — 
No. 66. . 


Estate Tax—lIncludibility of Certain Trust Corpus—Stock 
Valuation.—(1) In 1925 decedent conveyed into a trust certain 
interests she had in trusts created by her father in 1918 and 
1919. The new trust was to become effective in 1930 and 
decedent retained a life interest therein. In 1935, pursuant to 
a court decree, the trustees of the 1918 and 1919 trusts reim- 
bursed the 1930 trust to make good a loss occasioned by 
misadministration. It is held that this latter payment did 
not amount to the creation of a new trust by the decedent, 
but was merely satisfaction of an obligation owed by the 
trustees and hence was not includible in decedent’s gross 
estate as being a transfer in trust made after the Joint Reso- 
lution of March 3, 1931. 

(2) Upon the facts, the petitioner’s use of an appraisal 
valuation of twelve shares of stock in Douglass Estate Com- 
pany is approved.—Estate of Dorothy Douglass Vinmont, Rolf 
Benjamin Vinmont, Admr. v. Commissioner, Decision 11,014-B 
[CCH]; Docket 97191. Memorandum opinion. 


Estate Tax—Property Previously Taxed.—Where property 
is included in the estate tax return for the wife who died six 
days before her husband’s death and the tax thereon is paid 
simultaneously with the filing of the return, but the Com- 
missioner on audit determined that her estate was not liable 
for the tax and tendered a refund check, which was refused 
by. the executor of her estate, it is held, that such property is 
not “prior taxed property” deductible from the estate of the 
husband under section 303 (a), Revenue Act of 1926, as 
amended by section 806, Revenue Act of 1932. Taxpayer 
contended that there had been no final determination that 
the wife’s estate was not subject to tax and that since no 
opportunity had been given to have that question decided 
on the merits, the Commissioner was precluded from assert- 
ing that no tax was due from the wife’s estate. The Board 
holds that there was no identification of previously taxed 
property and also that the Commissioner had “finally deter- 
mined” that no tax was due from the wife’s estate—Hermann 
S. Vath, Exr., Last Will and Testament of Charles J. Vath, 
Deceased v. Commissioner, Decision 11,020 [CCH]; Docket 
95888. 41 BTA —, No. 72. 


Income of Beneficiaries—Enhancement of Note Value— 
Return Erroneous.—(1) The petitioners, Benjamin H. Roth 
and Jerome Roth, concede that each is taxable on one-half 
of a certain amount of undistributed interest as being trust 
income currently distributable to them in 1935. To that 
extent, the Commissioner’s determination is upheld. 

(2) Certain notes held by the estate upon the death of the 
decedent in 1924 were regarded as valueless for estate tax 
purposes and as determined by the Commissioner. It is held 
that the amount received by the estate in 1935 upon payment 
of the notes is not income but an enhancement in the value 
of the notes. 

(3) The trustees of the estate were advised that an amount 
received by them as interest in 1935 was not income of the 
estate, and they did not file a return reporting such amount 
as income until after the due date. The Board determines 
that such amount was not income and that there was an 
overpayment.—Jerome Roth v. Commissioner; Estate of Henry 
Roth, B. H. Roth and Jerome Roth, Trustees v. Commissioner; 
Benjamin H. Roth v. Commissioner, Decision 10,975-E [CCH]; 
Dockets 91115-91117. Memorandum opinion. 


Life Insurance Trust—Grantor’s Income Taxability.— 
Petitioner created a trust and transferred to the trustees 
irrevocably several policies of insurance on his life and cer- 
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tain securities. The trustees were empowered to pay out of 
the trust income the premiums on the insurance policies and 
to distribute annually the balance of the trust income to 
petitioner’s wife and children, the named beneficiaries of the 
trust. There being insufficient funds in the trust to pay some 
of the premiums when they became due in 1936, funds were 
advanced to the trustees by the beneficiaries for that purpose. 
At the end of the taxable year the trustees distributed the 
remaining net income of the trust for that year, without 
accounting for the amounts advanced by the beneficiaries. 
It is held that under the provisions of section 167 (a) (3) of 
the Revenue Act of 1936 the petitioner is taxable on so much 
of the net income of the trust as was used or might have 
been used to pay the premiums on policies of insurance on his 
life; it is held, further, that as so applied the statute is not 
unconstitutional, Burnet v. Wells, 289 U. S. 670 [3 ustc J 1108] ; 
it is held, further, that, since the trustees were empowered 
and directed to pay the premiums on the insurance policies 
out of the trust income, the trust income, to the extent of the 
amount of the premiums, is income that might have been used 
for that purpose.—Edward E. Rieck v. Commissioner, Decision 
11,017 [CCH]; Docket 95885. 41 BTA —, No. 67. 


Percentage Depletion.—In computing petitioner’s net income 
for percentage depletion, under the provisions of section 
114 (b) (4) of the Revenue Act of 1934, amounts paid in 
settlement of occupational disease claims for silicosis must 
be deducted from its. gross income, though none of the men 
who filed the claims rendered any services during 1935 for 
the petitioner in connection with the production of any iron 
ore on which the allowance for percentage depletion is com- 
puted. Helvering v. Wilshire Oil Co., 39-2 ustc § 9743.—The 
Montreal Mining Co. v. Commissioner, Decision 11,005 [CCH] ; 
Docket 93428. 41 BTA —, No. 58. 


Percentage Depletion — Interest Paid.— Interest paid on 
money borrowed on the general credit of petitioner, and used 
to purchase part of the property from which oil and gas was 
produced, must be deducted from gross income in arriving 
at the net income from the property for the purpose of com- 
puting percentage depletion—St. Mary's Oil & Gas Co. v. 
Commissioner, Decision 11,011-E [CCH]; Docket 93977. 
Memorandum opinion. 


Sale of Oil Leases and Equipment—Allocation of Proceeds. 
—Petitioners, during the taxable year 1933, sold a part of their 
interest in an oil and gas lease which they owned together 
with the tangible well equipment situated thereon for an 
agreed cash consideration but reserved the first oil, etc., if, 
as and when produced from certain fractional parts of the 
lease production as an overriding royalty, until certain maxi- 
mum amounts should be received therefrom. It is held that 
in computing the gain on the sale no part of the reserved oil 
should be considered as an amount realized on the sale; it is 
held, further, that since the first oil, etc., from certain frac- 
tional parts of the production from the leasehold was reserved 
but no part of the tangible well equipment was reserved 
but was sold outright, petitioners are entitled to a full return 
of the cost of the tangible well equipment before there is 
taxable gain but are not entitled to a full return of the cost 
of their lease; it is held, further, that the cost of the leasehold 
should be allocated to the part sold and the part reserved in 
Proportion to the respective values of the portion sold and the 
portion retained at the time of the sale. Columbia Oil and Gas 
Company, 41 BTA —, No. 7 (January 10, 1940), followed.— 
A. & P. Production Co. v. Commissioner; McAlbert Oil Co., 
Inc. v. Commissioner, Decision 11,010-A; Dockets 97341, 97342. 
Memorandum opinion. 


_ Will Contested by One Not an Heir—Taxability of Amount 
in Settlement—Petitioner was residuary legatee under a will 
and codicil. The testatrix later made another will. Probate 
thereof was contested by the petitioner and others on grounds 
of incompetency of the testatrix at time of execution, and 
fraud and undue influence over her. Petitioner also prayed 
for probate of the earlier will. Pending these proceedings the 
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whole matter was settled and the second will was probated 
and distribution made thereunder. Petitioner received certain 
money and property by distribution in the probate court. It 
is held that such receipts are to be excluded from gross 
income under Sec. 22 (b) (3), Revenue Act of 1934. Lyeth v. 
Hoey, 38-2 ustc $ 9602, 305 U. S. 188; Magruder v. Segebade, 
38-1 ustc J 9045, 94 Fed. (2d) 177, followed.—Charlotte Keller v. 
Commissioner, Decision 11,019 [CCH]; Docket 93026. 41 
BTA —, No. 71. 


Bureau of Internal Revenue 


Depletion Allowance—Basis.—The conclusion reached in 
G. C. M. 2315 (C. B. VI-2, 21 (1927)), that oil and gas 
operators who had elected to deduct development expendi- 
tures in computing net income must treat such expenditures 
as deductions in computing the limitation (fifty percent of 
the net income) on the depletion allowance, is properly ap- 
plicable under the Revenue Act of 1926 as well as under sub- 
sequent Revenue Acts.—G. C. M. 21926, 1940-11-10198 (p. 8). 


Employees’ Trusts.—Under section 165 of the Internal 
Revenue Code, as amended, professional partnerships, com- 
posed of attorneys, physicians, etc., are entitled to the same 
privileges as corporations in the establishment of pension 
trusts for the benefit of the bona fide employees of such 
partnerships. However, a general partner, as such, is not an 
employee of the partnership and is precluded from participa- 
tion in the benefits of a trust such as is contemplated by 
section 165 of the Internal Revenue Code, as amended, and simi- 
lar provisions of prior Revenue Acts.—I. T. 3350, 1940-7-10172 
(p: 2): 

Information at Source.—Amounts paid to rural mail carriers 
as equipment maintenance need not be reported in returns 
of information on Form 1099. Section 19.147-3(k) of Regu- 
lations 103 is not to be regarded as relieving such employees 
from reporting these amounts as gross income in their federal 
income tax returns, even though they are entitled to deduct 
the expenditures actually made—I. T. 3354, 1940-9-10187 
(p. 3). 

Insurance Policies—Stamp Tax.—An insurance policy issued 
by the M Company, a foreign corporation, covering some of 
the risks specified in section 1804 of the Internal Revenue 
Code, which is in force from the time the goods leave the 
warehouse in a foreign country and continues in force after 
the goods are unloaded from the vessel at the final port until 
the goods are delivered at the destination in the United 


States named in the policy, is subject to stamp tax.—S. T. 898, 
1940-10-10192 (p. 5). 


Interest on U. S. Obligations—Taxability.—Interest upon 
bonds issued under the provisions of section 15c of the 
Tennessee Valley Authority Act of 1933, which was added 
by the Act of July 26, 1939, is subject to federal income tax.— 
I. T. 3355, 1940-10-10191 (p. 3). 


Lien of Tax—Partnership.—A partnership checking account 
in a bank is not subject to distraint to satisfy a tax assessed 
against an individual partner. However, the government’s 
tax lien attaches to the taxpayer’s interest in the partnership 
itself, and that interest may be levied upon and sold in effect- 
ing satisfaction of the taxpayer’s outstanding tax liability. — 
I. T. 3356, 1940-11-10197 (p. 2). 


Stamp Taxes—Deeds to State.—A conveyance of realty to 
a local housing authority, which is an instrumentality of either 
a state or a political subdivision thereof, is not subject to 
stamp tax.—S. T. 897, 1940-9-10188 (p. 44). 


State Income Taxes — Non-deductibility.— State income 
taxes paid in 1939 on compensation received in 1938 by officers 
or employees of a state, or any political subdivision thereof, 
or any agency or instrumentality of any one or more of the 
foregoing, which, under the provisions of the Public Salary 
Tax Act of 1939, is not subject to federal income tax, are not 
deductible from gross income by such officers and employees 
in their 1939 federal income tax returns.—I. T. 3353, 1940-9- 
10186 (p. 2). 
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Taxation of Bank Deposits 


(Continued from page 248) 
(30, U. S. 495, 57 S. Ct. 868, 81 L. Ed. 1245) held 
that administrative feasibility was a valid basis for 
classification. 

30th counsel and the court itself seemed to take a 
more serious view of the alleged violation of the privi- 
leges and immunities clause. The Court of Appeals 
of Kentucky (265 Ky. 684, 692) had distinguished 
this case from that of Colgate v. Harvey (296 U. S. 404, 
56 S. Ct. 252, 80 L. Ed. 299) relied on by the tax- 
payer’s counsel in the Madden appeal. However, the 
Supreme Court re-examined the doctrine of the Harvey 
case and expressly overruled that case. The decision 
involved adherence to the traditional view that the 
privileges and immunities assured by the Constitu- 
tion were those of national citizenship. 

From the majority opinion by Mr. Justice Reed, 
Mr. Justice Roberts dissents on the ground that Colgate 
v. Harvey correctly expressed the law. Mr. Justice 
McReynolds concurred in the dissent. 


* * 


Following final repudiation by the Court of Appeals 
of the state chain store tax for reasons set out in their 
first opinion, the 1940 General Assembly of Kentucky 
has passed a measure to regulate chains under the 
police power. The new statute requires a license 
measured by the number of stores in the chain whether 
in the state or not. 

The effect of the change in policy, so far as it is 
fiscal, will be to place more of the load on national 
chains with comparatively few stores in the state, 
rather than on local chains and national chains with 
a large number of outlets in Kentucky. However, the 
total revenue produced, it is estimated, will fall con- 
siderably short of that yielded by the outlawed measure. 


Refunds of Manufacturers’ Excise Taxes 


(Continued from page 226) 


If the tax is not collected from the vendee, it may or 
may not be included in the price of the article. If the 
price is increased after the tax is imposed sufficiently 
to cover the tax, it has been held that the tax is 
included in the price.’ 


If the price is not increased after the imposition of 
the tax, it has been held that the tax is not included 
in the price.® 


There is another factor besides the tax, which may 
have an important bearing upon the question of 


7 Luzier’s, Inc. v. Nee, 106 F. (2d) 130, affd. 24 Fed. Supp. 608; 
Filene’s Sons Co. v. White, 30 Fed. Supp. 414; Andrew Jergens Co. 
v. Conner, 31 F. Supp. 61. 


8 Con-Rod Exch., Inc. v. Hendricksen, 28 Fed. Supp. 924; Hinson 


Freeman Co., Inc. v. Corwin, 29 Fed. Supp. 98; University Dist. Co. 
v. U. S., 22 Fed. Supp. 794. 
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whether the tax is included in the price and passed 
on to the vendee, viz., fluctuation in the cost of pro- 
duction and distribution. For instance, if the cost 
of production and distribution in Luzier’s, Inc. v. Nee 
and Filene’s Sons Co. v. White, (Note 7, supra) had been 
sufficient to offset the increase in price, the courts 
might have found that the tax was not included in the 
price; or if the cost of production and distribution 
in Con-Rod Exch., Inc. v. Hendricksen, Einson Freeman 
Co., Inc. v. Corwin, and University Dist. Co. v. U. S. 
(Note 8, supra) had decreased in an amount equal to 
the tax paid, the courts might have found that the 
tax was included in the price, notwithstanding there 
was no increase in price. 


An interesting question has arisen as to whether 
the tax is included in the price where the invoice 
indicates that one-eleventh® of the amount shown 
thereon represents the tax and ten-elevenths repre- 
sents the price. Article 3 of Regulations 47 (1920 
edition)’® provided that if there were a clear state- 
ment on the invoice, or otherwise, that one-eleventh 
of the amount represented tax and ten-elevenths™ 
price, the tax would not be computed upon the full 
amount, but only upon ten-elevenths thereof. 

Where the price is not increased after the imposi- 
tion of the tax, some courts hold that the tax is 
included in the price; and others hold that it is not 
included in the price,’* merely because the invoice con- 
tains a statement that one-eleventh of the amount thereon 
represents tax, and ten-elevenths thereof represents 
price. The court in American Chain Co., supra, ex- 
pressed the opinion that the taxpayer had been mis- 
lead by the regulations. 


Unfortunately, not many cases have been decided by 
the courts involving the question of whether the tax has 
been absorbed by the taxpayer or passed on to the 
vendee in the price. Inasmuch as the issue is one of fact, 
it is very important for claimants to present the neces- 
sary evidence in other claims for refund, and also to 
prove to the courts’ satisfaction that the tax is not 
included in the price, as it is very seldom that an appel- 
late court will reverse a trial court on an issue of fact. 
An appellate court will not do so, if there is substantial 
evidence to support the finding of the court below, even 
though the appellate court might have made a contrary 
finding, if it had been sitting as the trial court."* 


® Where the tax is 10%; where it is 5%, 1/21 and 20/21 are used. 

10 This was clarified in C. B. I-2, p. 293 (1922). 

Wa See note 9, supra. 

11 Jefferson Electric Co. v. U. S., 10 Fed. Supp. 950. 

12 American Chain Co. v. Hartford Trust Co., 11 Fed. Supp. 770; 
Duradene Co. v. Magruder, 21 Fed. Supp. 426; Brunswick-Balke 


Collender Co. v. Harrison, 39-2 ustc § 9768; Biermann v. Shea, Fed. 
Supp. 213. 


13 Helvering v. Rankin, 295 U.S. 123. 
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